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January 4, 2019 

BY E-MAIL (HCAPPEALS@USAC.ORG) 

Universal Service Administrative Co.  

High Cost Division 

Attn: Letter of Appeal 

700 12th Street, NW, Suite 900 

Washington, DC 20005 

 

Re: Request for Review of Decision of the Universal Service Administrator 

High Cost Audit of Cross Telephone Company – SAC No. 431985; Audit 

Report HC2016BE031 

Confidential and Proprietary; Confidential Treatment Requested  

 

To Whom It May Concern: 

Cross Telephone Company L.L.C. (“Cross Telephone” or the “Company”) (SAC 

No. 431985), by its attorneys, and in accordance with sections 54.719, 54.720 and 54.721 of the 

Federal Communications Commission’s (“Commission”) rules, 47 C.F.R. §§ 54.719-54.721, 

hereby submits a Request for Review of the Universal Service Administrative Company’s 

(“USAC”) Final Audit Report (“Request”) issued to the Company on November 6, 2018.   

Cross Telephone requests that this letter and the attached Request be treated as 

confidential pursuant to Section 54.711(b) of the Commission’s rules governing information 

provided to USAC.  
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K E L L E Y  D R Y E  &  W AR R E N  LLP 

Please contact the undersigned at (202) 342-8614 or via e-mail at 

DSmith@kelleydrye.com, or contact Steven A. Augustino at (202) 342-8612 or by e-mail at 

SAugustino@kelleydrye.com, if you have any questions regarding the Request.    

Respectfully submitted, 

 

Denise N. Smith 

Counsel to Cross Telephone Company L.L.C. 
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cc:  Jason Cheng, USAC (jason.cheng@usac.org) 

 Jaia Terry, USAC (Jaia.terry@usac.org)  
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SUMMARY 

 

 

Cross Telephone requests review of Finding No. 1 in the Audit Report issued by USAC’s 

third-party auditor, Moss Adams.  In Finding No. 1, the Auditor erroneously concludes that 

Cross Telephone’s expenses for DS1 transport services purchased from its affiliate, MBO Video, 

L.L.C. (“MBO”) should not be included in Cross Telephone’s base for High Cost purposes.  As a 

result of the Auditor’s erroneous conclusion, the Auditor recommends recovery of over 

$8 million in USF support received over a period of five years.  As shown in this appeal, 

however, USAC should correct Finding No. 1 because the Auditor’s finding is based on an 

erroneous finding of fact and a misapplication of Part 36 and the Commission’s orders.      

Cross Telephone obtains DS1 transport services to carry long distance traffic from 

Warner, Oklahoma to interconnected long distance carrier facilities in Tulsa, Oklahoma.  Cross 

Telephone originally purchased these circuits from Southwestern Bell Telephone (“SWBT”) and 

reported these purchases as expenses under Part 36 of the Commission’s rules.  The propriety of 

that treatment is undisputed by the Auditor.  In 1998, however, Cross Telephone switched from 

SWBT to MBO, resulting in a savings of nearly $600 per month in transport costs by 2008.  

Since 1998, Company consistently has reported these purchases as expenses.   

In the audit, the Auditor concludes that these expenses are not purchases of 

telecommunications services, but instead were a lease of transport facilities, and, as a lease, 

should have been excluded from Cross Telephone’s Universal Service High Cost Program 

(“HCP”) reports and instead reported as interexchange plant and related expenses.  During the 

audit, Cross Telephone provided the Auditor with the Master Services Agreement under which 

the services were purchased along with other information supporting its classification, including 
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a memorandum prepared by the Company’s regulatory legal counsel Bennet & Bennet PLLC, 

analyzing Cross Telephone’s purchase of DS1 transport services. Despite this evidence, the 

Auditor found Cross Telephone’s DS1 transport service expenses analogous to a sale and lease-

back, rather than a purchase of telecommunications services.   

In preparation for this appeal, Cross Telephone engaged the services of a respected 

accounting firm to review Cross Telephone’s reporting of the DS1 transport services.  After 

conducting its review, the firm agreed that Cross Telephone has properly reported the DS1 

transport circuits as expenses.  Therefore, based on this new evidence and the evidence 

previously provided to the Auditor, Cross Telephone asks USAC to correct the Auditor’s error 

and reverse Finding No. 1.   

The Auditor’s primary conclusion is that the arrangement between Cross Telephone and 

MBO was a lease of facilities.  However, the Master Services Agreement clearly shows that 

Cross Telephone is purchasing telecommunications services from MBO, just as it did from 

SWBT previously.  Nothing in the MSA or elsewhere supports the factual conclusion that the 

purchase is a lease. 

The Auditor compounds its factual error by relying on the FCC’s decision in In re 

Moultrie Independent Telephone Company, a decision which addressed a sale-and-lease-back 

arrangement between two affiliates.  Neither the Moultrie decision nor the rule applied in the 

case, Rule 36.2(c)(2), are applicable to Cross Telephone’s purchase of service from its affiliate, 

MBO.  Moreover, Commission Rule 36.2(c)(2) is prima facie inapplicable to the Company as 

the rule explicitly and exclusively addresses a carrier’s rental of property to or from its affiliate 

and does not address a carrier’s purchase of services from an affiliate.  Attempting to apply Rule 
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36.2(c)(2) to Cross Telephone’s affiliate service purchase arrangement would require a novel 

interpretation of the rule’s terms, which both contradicts prior Commission definitions of the 

rule’s key terms and is ultra vires.  The Universal Service Administrative Company (“USAC”) is 

prohibited from interpreting unclear FCC rules and the Auditor, when acting on USAC’s behalf, 

is similarly constrained.   

Alternatively, in a prior USAC audit (conducted by a different third-party auditor), the 

Company previously identified the identical affiliate purchase reporting methodology to USAC 

and USAC did not express any disagreement with the Company’s reporting.  Consequently, for 

the time period at issue here, Cross Telephone reasonably relied on USAC’s silence in the prior 

audit when the Company continued using the same reporting method.  USAC’s adoption of a 

new position in this audit -- if permissible at all -- must be applied prospectively only, as any 

retroactive application would be manifestly unjust.  Accordingly, for the above-referenced 

reasons, Cross Telephone requests USAC reverse Audit Finding No. 1 and not seek to recover 

any HCP support from the Company related to that Finding.  

 



 

CONFIDENTIAL AND PROPRIETARY 

Confidential Treatment Requested Pursuant to 47 C.F.R. § 54.711(b)  

 

 

    

 

  

TABLE OF CONTENTS 
 

I. The USAC Audit Report .................................................................................................... 3 

II. USAC is Required to Review an Appeal of an Audit Finding .......................................... 4 

III. ISSUE: ARE CROSS TELEPHONE’S EXPENSES FOR DS1 TRANSPORT 

SERVICES PURCHASED FROM AN AFFILIATE PROPERLY REPORTED 

AS EXPENSES UNDER PART 36 OF THE FCC’S RULES? ........................................ 5 

A. Statement of Facts .................................................................................................. 5 

B. Audit Finding and Points for Appeal ..................................................................... 7 

C. Application of the Moultrie Decision and Commission Rule 36.2(c)(2) to 

Cross Telephone’s Affiliate Transport Service Purchase Requires an 

Unreasonably Expansive Reading of the Rule and of Moultrie ............................ 9 

1. Cross Telephone’s purchase of DS1 transport service from MBO is 

not a property sale and lease-back affiliate transaction as was at 

issue in Moultrie. ....................................................................................... 9 

a. Cross Telephone did not engage in a sale and lease-back 

arrangement with MBO ............................................................... 11 

b. Cross Telephone purchased a service and did not lease 

facilities from MBO ..................................................................... 12 

c. Cross Telephone did not purchase DS1 transport services 

from MBO in an attempt to obtain more HCP Support ............... 16 

d. Cross Telephone’s HCP cost study was never rejected by 

NECA ........................................................................................... 17 

2. Commission Rule 36.2(c)(2) applies only to affiliate property sale 

and lease-back transactions and carrier rentals of property to or 

from an affiliate and does not apply to carrier service purchases 

from an affiliate........................................................................................ 18 

3. Applying the Moultrie decision and Rule 36.2(c)(2) to affiliate 

service purchases requires the Auditor make an unreasonably 

broad and ultra vires interpretation of the rule......................................... 20 

a. Interpreting Rule 36.2(c)(2) as applicable to Cross 

Telephone’s purchase of DS1 transport service requires 

interpretations that conflict with current and historical 

Commission definitions. .............................................................. 21 

b. The Auditor’s interpretation of Rule 36.2(c)(2) is 

impermissible and ultra vires....................................................... 25 

D. Cross Telephone Reasonably Relied on USAC’s Prior Awareness of, and 

Silence Regarding, Cross’ Affiliate Purchase Reporting Methodology .............. 27 

IV. Conclusion ....................................................................................................................... 34 

 

 



 

CONFIDENTIAL AND PROPRIETARY 

Confidential Treatment Requested Pursuant to 47 C.F.R. § 54.711(b)  

 

 

 

 

 

 

BEFORE THE  

UNIVERSAL SERVICE ADMINISTRATIVE COMPANY 

 

 

  

 ) 

In the Matter of ) 

 ) 

Cross Telephone Company L.L.C. ) USAC Audit ID: HC2016BE031 

(SAC No. 431985)  ) 

 ) 

Request for Review  )  

of Decision of the Universal Service  ) 

Administrator ) 

 ) 

 

 

REQUEST FOR REVIEW OF DECISION OF THE  

UNIVERSAL SERVICE ADMINISTRATOR 

 

 

Cross Telephone Company L.L.C. (“Cross Telephone” or the “Company”), by its 

attorneys and pursuant to Federal Communications Commission (“FCC” or “Commission”) rules 

54.719(a) and 54.720(b), 47 C.F.R. §§ 54.719(a), 54.720(b), hereby requests the Universal 

Service Administrative Company (“USAC”) review (“Request for Review”) the Final Audit 

Report (“Audit Report”) issued in the above-captioned matter.1  The Audit Report was issued to 

the Company on November 6, 2018 and this Request for Review is timely filed within sixty (60) 

days of its issuance.  

                                                 
1 Cross Telephone Company L.L.C., Performance Audit on Compliance with the Federal Universal Service Fund 

High Cost Support Mechanism Rules, USAC Audit ID HC2016BE031 (November 6, 2018) (“Audit Report”) 

(conducted by Moss-Adams LLP (the “Auditor”) on behalf of USAC) attached hereto as Attachment A.  
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Cross Telephone requests review of Audit Report Finding No. 1 which concluded that 

expenses for the Company’s purchase of DS1 transport service from its affiliate, MBO Video 

LLC (“MBO”), should have been excluded from the Company’s High Cost Program (“HCP”) 

reports and that Cross Telephone instead should have reported interexchange plant and related 

expenses associated with the transport service.  After mistakenly equating Cross Telephone’s 

DS1 transport service purchase to an affiliate sale and lease-back transaction, the Auditor 

attempts to support Finding No. 1 by relying on FCC Rule 36.2(c)(2) and the decision in 

Moultrie, 2 both of which are inapposite.  The Moultrie decision is based specifically on that 

carrier’s affiliate sale and lease-back transaction and Rule 36.2(c)(2) is prima facie inapplicable 

to Cross Telephone.  In addition, new information provided herein, from QSI Consulting 

(“QSI”), the industry expert that Cross engaged to review and analyze the Company’s reporting 

of the DS1 transport services, shows that Audit Finding No. 1 is erroneous.3  QSI’s analysis 

shows that Cross Telephone correctly reported its DS1 transport services as expenses and that 

reliance on Moultrie and Rule 36.2(c)(2) requires the Auditor to interpret key terms in ways that 

contradict the FCC’s decision.  Any such interpretation by the Auditor of Rule 36.2(c)(2) would 

be impermissible and ultra vires.   

                                                 
2 In re Moultrie Independent Telephone Company; Motion for Stay of Part 69.605(a) of the Commission’s Rules and 

Petition for Declaratory Ruling; Request for Waiver of Part 36 of the Commission’s Rules; Federal-State Joint 

Board on Universal Service, 16 FCC Rcd 18242 (2001) (“Moultrie”). 

3 Cross Telephone engaged the services of QSI Consulting, Inc. (“QSI”) to review and provide an expert analysis 

regarding the Company’s purchase of services from MBO and the appropriate regulatory classification of those 

service revenues.  QSI is a respected and well-known company with a long history of expertise and experience in the 

telecommunications industry.  The review was led by Warren Fischer, a certified public account and Chartered 

Global Management Accountant with more than 20 years of experience in the telecommunications industry.  A copy 

of Mr. Fischer’s Declaration, (“Fischer Declaration”) is attached hereto as Attachment B in support of Cross 

Telephone’s Request for Review of Decision of the Universal Service Administrator. 
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Alternatively, Cross reasonably relied on USAC’s prior review – during a 2009 audit – 

and tacit agreement with the Company’s reporting of identical DS1 transport services from 

MBO.  If Audit Finding No. 1 is not reversed, the abrupt change in USAC’s position regarding 

the reporting, as reflected in the Audit Finding, must be applied prospectively only to avoid 

manifest injustice to the Company.  For the reasons expressed in this Request, USAC should 

reverse Audit Finding No. 1 and should not seek to recover any HCP funding associated with 

this Finding.   

I. THE USAC AUDIT REPORT 

In 2009, six years prior to the audit at issue here, a different auditor, KPMG reviewed 

Cross Telephone’s High Cost support for 2004 and 2005.  KPMG reviewed Cross Telephone’s 

purchase of DS1 transport services from MBO, and found only that the Company had mistakenly 

undercounted the transport services purchased from MBO resulting in a miscalculation of the 

transport service expenses paid to MBO.4  KPMG necessarily had evaluated the purchase of 

services from MBO in order to make its finding of an undercount of circuits, but KPMG 

expressed no disagreement with Cross Telephone’s classification of the MBO arrangement as a 

purchase of telecommunications services.   

By audit announcement letter dated July 7, 2016, USAC initiated an audit of Cross 

Telephone’s compliance with the FCC’s rules and regulations regarding the HCP.5  The audit, 

                                                 
4 See, e.g., Improper Payment Information Act (IPIA) Audit of the High Cost Program of Cross Tel Co, HC-2009-

FL-067, Follow-up Audit to HC-2007-220, USAC Management Response at 1 (Aug. 4, 2010) (“2009 Audit USAC 

Response”) attached hereto as Attachment C.  See also Draft Cross Summary of Findings, as of June 30, 2010 at 2, 

attached hereto as Attachment D. 

5 See Letter from Wayne M. Scott, USAC (July 7, 2016).  See also Letter from Jarret Rea, CPA, Moss Adams, LLP 

to R. David Wright, General Manager, Cross Telephone Company (July 7, 2016).  
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focused on universal service High Cost support disbursements to Cross Telephone for the year 

ended December 31, 2015.6  On July 20, 2018 the Auditor issued its draft findings which 

included, at USAC’s direction, a calculation of the estimated monetary impact of Finding No. 1 

on the Company’s HCP disbursements for the years ended December 31, 2012, 2013, 2014 and 

2016 (in addition to 2015).7  Cross Telephone submitted written responses to the draft findings 

and the Company’s responses were included in the Final Audit Report e-mailed to Cross 

Telephone on November 6, 2018.  Based on the Auditor’s recommendation in Audit Finding No. 

1, USAC is seeking to recover $8,251,829 in High Cost Support from Cross.8  Commission rules 

permit audited companies to appeal USAC audit findings and, as discussed further herein, Cross 

Telephone appeals Audit Finding No. 1.   

II. USAC IS REQUIRED TO REVIEW AN APPEAL OF AN AUDIT FINDING 

Section 54.719(a) of the FCC’s rules require any party aggrieved by an action 

taken by a division of USAC to first seek review of such action with USAC.9  The Commission’s 

standards for evaluating the merits of an appeal, found in Sections 54.719 through 54.725 of the 

Commission’s rules, remain unchanged and Cross Telephone retains the right to seek 

Commission review of USAC’s decision on appeal.10      

                                                 
6 See Letter from Jarret Rea, CPA, Moss Adams, LLP to R. David Wright, General Manager, Cross Telephone 

Company, at 2 (July 7, 2016). 

7 Cross Telephone Company, Performance Audit on Compliance with the Federal Universal Service Fund High Cost 

Support Mechanism Rules, USAC Audit ID HC2016BE031, Draft Report at 1 (July 20, 2018). 

8 Audit Report at 3. 

9 47 C.F.R. §§ 54.719-54.725.  See 47 C.F.R. § 54.703 (defining USAC’s Board of Directors as the “Administrator” 

for purposes of appeal). 

10 See, e.g., In re Modernizing the E-rate Program for Schools and Libraries, 29 FCC Rcd 8870, 8970-71, ¶¶250-52, 

2014 (revising sections 54.719 and 54.720 of the Commission’s rules to, among other things, require parties seeking 

appeal of a USAC decision to first seek review with USAC and confirming the new procedural requirement applies 

to all USAC decisions.) ("e-Rate Modernization Order"). 
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III. ISSUE: ARE CROSS TELEPHONE’S EXPENSES FOR DS1 TRANSPORT 

SERVICES PURCHASED FROM AN AFFILIATE PROPERLY REPORTED AS 

EXPENSES UNDER PART 36 OF THE FCC’S RULES? 

A. Statement of Facts 

Cross Telephone is a limited liability company formed under the laws of the State 

of Oklahoma and has a principal place of business located at 704 Third Avenue, Warner, OK 

74469.  Cross Telephone is a rate-of-return incumbent local exchange carrier (“ILEC”) providing 

local exchange and other telephone services throughout the state of Oklahoma.11  The 

Company’s customer base includes a mix of business, residential, enterprise and government 

customers.12  Cross Telephone receives support from the HCP to aid the Company in making 

communications service affordable to subscribers in its territory.13  Cross Telephone provides 

exchange service to subscribers utilizing a mix of its own facilities and services purchased from 

other carriers.14   

During the 2012 – 2016 time period covered by the Audit Finding No. 1, Cross 

Telephone purchased DS1 transport services, between Warner, Oklahoma and an interexchange 

carrier POP in Tulsa, Oklahoma.15  It purchased these transport services from MBO.16  Cross 

Telephone did not own the facilities necessary to transport its traffic between Warner and Tulsa 

                                                 
11 See Declaration of V. David Miller II, Cross Telephone Company L.L.C., ¶3 (“Miller Declaration”) attached 

hereto as Attachment E. 

12 Id. 

13 Miller Declaration, ¶4. 

14 Miller Declaration, ¶3. 

15 Miller Declaration, ¶5. 

16 Miller Declaration, ¶6. 
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and, prior to purchasing DS1 transport service from MBO, the Company purchased similar DS1 

transport services from other carriers such as Southwestern Bell Telephone (now AT&T).17  In 

the late 1990s, MBO constructed a fiber network and used it to offer services to other carriers.18  

Cross Telephone subsequently began purchasing DS1 transport services from MBO and entered 

into a Master Services Agreement (“MSA”) with MBO setting forth the terms and conditions 

governing the Company’s purchase of the transport service.19  The MSA made clear that Cross 

Telephone was purchasing services, not leasing facilities, from MBO and that Cross Telephone 

was not granted title to any of MBO’s equipment and facilities in connection with purchase of 

the DS1 transport service.20  MBO sold services to other customers and other carriers are 

receiving services using the same facilities from MBO.21 

Cross Telephone has consistently reported its DS1 transport service payments to MBO as 

expenses for HCP support purposes, and information about the Company’s reporting 

methodology was provided to USAC in the course of a 2009 audit reviewing Cross Telephone’s 

HCP reporting in 2004 and 2005.22  Cross Telephone purchased the same DS1 transport services 

from MBO in 2012–2016 as it purchased for 2004–2005 and reported the expenses in the same 

manner during both time periods.23  The only statement in the 2009 audit findings regarding the 

DS1 transport services Cross Telephone purchased from MBO was included in a finding which 

                                                 
17 Miller Declaration, ¶5.  

18 Miller Declaration, ¶6. 

19 Miller Declaration, ¶7.  See also MBO Master Service Agreement attached hereto as Attachment F. 

20 Miller Declaration, ¶7. 

21 Miller Declaration, ¶6. 

22 Miller Declaration, ¶9. 

23 Id. 
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also addressed unrelated regulated and non-regulated cost allocations.24  That statement noted 

that Cross Telephone had miscounted the transport services purchased from MBO resulting in an 

understatement of the transport service expenses paid to its affiliate.25  This conclusion 

necessarily considered the expenses and how they were reported, but the audit did not challenge 

Cross Telephone’s classification of the services purchased from MBO as expenses for 

calculating High Cost support.  USAC’s Management Response to the 2009 Audit Finding No. 

1, in turn, included a general statement that carriers must submit accurate financial data and did 

not express any disagreement with the Company’s methodology for reporting expenses for the 

DS1 transport services purchased from MBO.26 

 

B. Audit Finding and Points for Appeal 

In Detailed Audit Finding No. 1, the Auditor concluded that Cross Telephone 

incorrectly included certain affiliate transaction expenses as circuit expenses in the Company’s 

traffic studies and HCP filings.27  The Audit Report stated that during the period of 2010-2014, 

Cross Telephone reported $11,512,510 of circuit expenses for DS1 transport service purchased 

from MBO.28  Concluding that the DS1 transport service expenses were “substantial” and 

constituted “rent” expense for Cross Telephone’s use of MBO’s interexchange plant, the Auditor 

recommended the DS1 transport service expense be removed and rented interexchange plant 

                                                 
24 See Draft Cross Summary of Findings as of June 30, 2010 at 2. 

25 See Draft Cross Summary of Findings as of June 30, 2010 at 2.  See also 2009 Audit USAC Response at 1. 

26 See Draft Cross Summary of Findings as of June 30, 2010 at 2.  See also 2009 Audit USAC Response at 1. 

27 Audit Report at 12.  

28 Audit Report at 12. 
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expenses be included in the Company’s HCP filings.29  Based on the Auditor’s recommendation 

in Audit Finding No. 1, USAC is seeking to recover $8,251,829 in High Cost Support from 

Cross Telephone.30 

The Auditor’s Finding No. 1 is based on a misguided reliance on Rule 36.2(c)(2) 

and the Commission’s decision in Moultrie, both inapplicable to Cross Telephone’s affiliate 

service purchase.  First, Cross Telephone only purchased DS1 transport services from its affiliate 

and did not engage in an affiliate sale and lease-back transaction.  Consequently the 

Commission’s decision and rationale in Moultrie simply does not apply.  Moreover, QSI’s 

review and analysis of Cross Telephone’s DS1 transport service agreement with MBO provides 

new support confirming that the Company’s purchase was indeed a purchase of service, not a 

lease of facilities, and was correctly reported as expenses.31  Second, Commission Rule 

36.2(c)(2), which governs the separations treatment of a carrier’s property rented to or from its 

affiliate32 is, on its face, inapplicable to Cross Telephone’s purchase of DS1 transport service 

from MBO.  QSI’s analysis provides additional new information regarding Rule 36.2(c)(2) and 

shows that any attempt to apply the rule to Cross Telephone’s affiliate service purchase 

arrangement would require key rule terms be interpreted contrary to historical and current 

Commission definitions of those terms.  USAC’s authority is administrative and it is prohibited 

from interpreting unclear provisions of Commission rules33 so any attempt by the Auditor to 

                                                 
29 Audit Report at 12. 

30 Audit Report at 3. 

31 See Fischer Declaration passim.   

32 47 C.F.R. §36.2(c)(2). 

33 See, e.g., Changes to the Bd. of Dirs. of the Nat’l Exch. Carrier Ass’n, Inc., Fed.-State Joint Bd. on Universal 

Serv., 13 FCC Rcd 25058, ¶16 (1998) (“USAC Policy Order”); Memorandum of Understanding between the 
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interpret Rule 36.2(c)(2) or the Moultrie decision to apply to Cross Telephone’s purchase of a 

service from its affiliate would be ultra vires.34  Alternatively, USAC was aware from its 2009 

audit of Cross Telephone’s prior purchase of identical DS1 transport services from MBO and 

reporting of those transport services as expenses.  USAC did not express any disagreement with 

Cross Telephone’s reporting methodology during the 2009 audit and the Company therefore 

reasonably relied on USAC’s position when Cross Telephone continued to utilize the reporting 

methodology which is now at issue in Audit Finding No. 1.  If this abrupt change in USAC’s 

position is permitted, it must be applied on a prospective basis only. 

 

C. Application of the Moultrie Decision and Commission Rule 36.2(c)(2) to 

Cross Telephone’s Affiliate Transport Service Purchase Requires an 

Unreasonably Expansive Reading of the Rule and of Moultrie 

The Moultrie decision and the Commission’s rationale reflect the Commission’s 

decision regarding a fact-specific, property sale and lease-back affiliate transaction arrangement.  

Similarly, Commission Rule 36.2(c)(2) addresses the treatment of a carrier’s property rental to or 

from an affiliate.  Both Moultrie and Rule 36.2(c)(2) address affiliate transactions that differ 

substantively and significantly from Cross Telephone’s affiliate service purchase arrangement.   

1. Cross Telephone’s purchase of DS1 transport service from MBO is not a 

property sale and lease-back affiliate transaction as was at issue in 

Moultrie. 

                                                 
Federal Communications Commission and the Universal Service Administrative Company, Section II (2016) 

(“USAC MOU”).  See also 47 C.F.R. §54.702.  (“The Administrator may not make policy, interpret unclear 

provisions of the statute or rules, or interpret the intent of Congress. Where the Act or the Commission’s rules are 

unclear, or do not address a particular situation, the Administrator shall seek guidance from the Commission”). 

34 See 47 C.F.R. §54.702. 
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Moultrie, a rural, rate-of-return ILEC receiving HCP support, transferred 

ownership of certain of non-loop assets, including land, buildings, equipment and vehicles, to its 

affiliate.35  Moultrie and its affiliate then entered into an arrangement whereby Moultrie leased 

back the assets, at cost, from its affiliate.36  Moultrie purposely structured its affiliate transaction 

to optimize its High Cost support and “maximize tax benefits” “through the transfer of 

substantial non-loop related assets to an affiliate.”37 Moultrie submitted a cost study to the 

National Exchange Carrier’s Association (“NECA”), for high-cost support purposes, and 

reported the rental costs for the assets rented from its affiliate but excluded the property assets.38  

NECA returned Moultrie’s cost study as non-compliant with the Commission’s Part 36 

Separations rules.39  Moultrie sought a Petition for Declaratory Ruling from the Commission 

regarding the reporting of Moultrie’s affiliate sale and lease-back expenses and the Moultrie 

decision reflects the Commission’s resolution of Moultrie’s Petition.40   

Cross Telephone is an ILEC that receives HCP support but that is where any 

similarity between the Company and Moultrie ends.  Unlike the facts in Moultrie, Cross 

Telephone’s purchase of DS1 transport service from its affiliate is not a sale and lease-back 

transaction.  The FCC’s decision in Moultrie therefore does not apply to the Cross Telephone 

affiliate service purchase.   

                                                 
35 Moultrie, ¶4. 

36 Moultrie, ¶4. 

37 Moultrie, ¶¶1, 14. 

38 Moultrie, ¶¶4-5.  

39 Moultrie, ¶¶4-5.   

40 Moultrie Independent Telephone Company, Petition or Declaratory Ruling, at 5, CC Docket No. 96-45 (March 29, 

1999) (“Moultrie Petition”).  
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a. Cross Telephone did not engage in a sale and lease-back 

arrangement with MBO 

The Auditor’s basis for Finding No. 1 relies heavily on the Commission’s 

discussion in Moultrie regarding the potential separations distortion that can occur if a carrier is 

able to exclude basic plant costs from the carrier’s cost study and include additional expenses.41  

However, the Auditor’s reliance on Moultrie is unfounded as the Commission’s rationale in 

Moultrie focused on affiliate property sale and lease-back scenarios42 which are not present in 

the Cross Telephone Audit.  Unlike in Moultrie, Cross Telephone did not enter into a property 

sale and lease-back transaction with its affiliate.43  As noted in Section III.A supra, Cross 

Telephone purchases DS1 transport service from MBO to transport traffic between the 

Company’s switch in Warner, Oklahoma and an AT&T meet point in Tulsa, Oklahoma.44  Prior 

to obtaining the transport service from MBO, Cross Telephone purchased the service from 

Southwestern Bell Telephone, an unaffiliated carrier.45  Cross Telephone does not now own, and 

has never owned, the facilities necessary to transport its traffic on the Warner-Tulsa route.46  

Consequently, Cross Telephone could not, and did not, sell to MBO the assets used to provide 

the transport service that Cross Telephone currently purchases from MBO.47  There was no 

“sale” of assets to an affiliate and therefore there was no “sale and lease-back” transaction 

                                                 
41 Audit Report at 22.  

42 Moultrie ¶12 (“If a company were to sell and lease back one of these “foundation blocks” of plant”) (emphasis 

added); ¶13 (“If an incumbent were to sell large portions of its non-loop related plant to an affiliate, and then lease 

back those assets”) (emphasis added).  

43 Miller Declaration, ¶7. 

44 Miller Declaration, ¶5. 

45 Id. 

46 Id. 

47 Miller Declaration, ¶7. 
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between Cross Telephone and MBO.  Consequently, the Moultrie decision’s rationale regarding 

the potential separations distortion and impact on high-cost loop support resulting from a sale 

and lease-back arrangement is not applicable to Cross Telephone’s audit.    

b. Cross Telephone purchased a service and did not lease facilities 

from MBO 

In contrast to Moultrie, and as QSI’s review of the Company’s DS1 transport 

service agreement and Commission materials show, Cross Telephone purchased service, and did 

not lease any assets, from its affiliate.48  In seemingly willful indifference to the facts of Cross 

Telephone’s purchase of DS1 transport service from MBO, the Auditor seeks to require the 

Company to treat the purchase as a lease of assets.  The audit finding is particularly troubling 

because the Auditor reached a conclusion regarding Cross Telephone’s reporting without ever 

defining the key terms.  Specifically, the Auditor states that Cross Telephone had “substantial 

rent expense”49 and relies on a NECA discussion applicable to “Operating Lease Expenses and 

Capital Leases.”50  However, the Audit Report does not define the terms “lease” or “rent” nor 

does the Auditor attempt to apply any definition of these critical terms to the facts of Cross 

Telephone’s service purchase.  However, words matter.  Leases and purchases are distinct 

arrangements and, as discussed below, the key indicia of a lease is the conveyance of a right or 

interest in an asset.51   

                                                 
48 Id. 

49 Audit Report at 14.  

50 Audit Report at 23. 

51 See, e.g., NECA Cost Issue 2.19 Separations Treatment of Operating Lease Expenses and Capital Leases, 

(“NECA Cost Issue 2.19”); In re Connect America Fund, Report and Order, Further Notice of Proposed 

Rulemaking, and Order on Reconsideration, FCC 18-176 (Dec. 13, 2018) (“CAM Order”); 26 U.S.C. §7701(e) 

(“IRC”). 
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NECA, in its Separations Cost Issue, draws a clear distinction between leases and 

service agreements with conveyance of a right to an asset being the key distinction:  

 Leases are defined . . . as ‘an agreement conveying the right to use 

property, plant or equipment (land and/or depreciable assets) 

usually for a stated period of time.  This definition does not include 

agreements that are contracts for services that do not transfer the 

right to use property, plant or equipment from one contracting 

party to another.52     

 

The Commission just adopted a nearly identical definition of “lease” that 

similarly focuses on the conveyance of a right to an asset:  “[w]e adopt the definition of a lease 

as contained in the FASB lease accounting standards, which define a lease as a contract, or part 

of a contract, that conveys the right to control the use of identified property, plant and equipment 

(identified asset) for a period of time in exchange for consideration.”53  Similarly, as discussed in 

the Memorandum prepared by Bennet & Bennet PLLC, Cross Telephone’s regulatory counsel, 

and that was submitted to the Auditor during the course of the audit, the Internal Revenue Code 

(“IRC”) incorporates principles established by the International Accounting Standards Board and 

similarly considers the conveyance of a right to an asset as an indicator of an asset lease.54  

Specifically, IRC §7701(e) states that a service contract will be treated as a lease of property if 

certain factors are present, including “the service recipient is in physical possession of the 

                                                 
52 NECA Cost Issue 2.19 at page 1 of 9, n.1 (emphasis added). 

53 CAM Order, ¶156. 

54 See Memorandum, prepared by the Law Office of Bennet & Bennet, PLLC (“Bennet Memorandum”), attached 

hereto as Attachment G.  The Bennet Memorandum also was submitted with Cross Telephone’s August 14, 2018 

response to the draft audit report.   
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property” or “controls the property” or “has a significant economic or possessory internet in the 

property”.55   

Cross Telephone explained during the Audit that it purchased DS1 transport 

services from MBO pursuant to an MSA and, QSI’s review and analysis of the MSA provisions, 

demonstrates that the Company undoubtedly was purchasing a service, not leasing property from 

MBO.56  First and foremost, QSI notes that the MSA explicitly denies a conveyance of any 

rights.57 This denial of a conveyance of rights is consistent with NECA’s statement that service 

contracts do not transfer rights from one party to another and is inconsistent with the indicia of 

an asset lease.58  QSI highlights that at least two provisions of the MSA disclaim any conveyance 

of rights.  MSA Section 8.8 states: 

Title to Equipment  This Agreement shall not, and shall not be 

deemed to, convey to Customer title of any kind to any MBO 

owned or leased transmission facilities, digital encoder/decoders, 

telephone lines, microwave facilities or other facilities utilized in 

connection with the Services.59 

 

Likewise, MSA Section 8.26 states: 

 

Intellectual Property Rights Unless otherwise specifically agreed in 

writing by the parties, each party shall retain all right, title and 

interest in and to any intellectual property associated with the 

provision of Services.60 

 

                                                 
55 IRC §7701(e); See also Bennet Memorandum at 1-2. 

56 Fischer Declaration, ¶17. 

57 Fischer Declaration, ¶23. 

58 See NECA Cost Issue 2.19.  See also IRC §7701(e) and CAM Order, ¶156. 

59 Fischer Declaration, ¶23 (quoting Cross/MBO MSA, §8.8 (emphasis added)).  

60 Fischer Declaration, ¶23 (quoting Cross/MBO MSA, §8.26 (emphasis added)). 
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The foregoing MSA provisions are indicia of a contract for the sale of a service, not for a lease of 

facilities or equipment. 

QSI notes that, in addition, and most obviously, the MSA uses the term “services” 

repeatedly throughout the document.61  In particular, “Services” are referenced in “1.1 Services”, 

“3.3 Service Acceptance”, “5.7 Charges for Service”, “6.1 Suspension of Service”, “6.2 

Termination of Service”, “8.7a Use of Services”.62  Nowhere does the MSA refer to a lease, to 

the use of “facilities” or to the rental of “property.”  Moreover, QSI explains that the 

compensation structure identified in the MSA is indicative of a purchase of telecommunications 

services.63  Cross Telephone pays a flat monthly fee per DS1 on a month-to-month basis and the 

Company’s service orders may change based on the Company’s particular service demands for 

each month.64  In QSI’s expert opinion the monthly fluctuation in Cross Telephone’s volume of 

DS1 transport service is more common in service purchases and less common in lease 

arrangements. 65  QSI’s analysis identified fluctuations in Cross Telephone’s DS1 transport 

service circuits, which is consistent with a service purchase rather than a lease.66  The review of 

Cross Telephone’s DS1 transport service circuits purchased from November 2011 to May 2016 

illustrates that the Company’s monthly circuit counts varied from 77 to 180 DS1 circuits with 

only 32 circuits, out of 262 distinct DS1 circuits ordered, being present each month and another 

                                                 
61 Fischer Declaration, ¶21.  

62 Id. 

63 Fischer Declaration, ¶22. 

64 Miller Declaration, ¶6.  See also Fischer Declaration, ¶22. 

65 Fischer Declaration, ¶¶19, 22.  

66 Fischer Declaration, ¶19. 
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62 DS1s were present in twelve or fewer months.67  QSI explained that this flexibility in Cross 

Telephone’s monthly DS1 transport circuit purchases stands in stark contrast with lease 

arrangements which oftentimes require term commitments of at least a year and have monthly 

payments that typically do not fluctuate based on the customer’s demand.68   

c. Cross Telephone did not purchase DS1 transport services from 

MBO in an attempt to obtain more HCP Support 

In further contrast to Moultrie, Cross Telephone’s purchase of DS1 transport 

services from MBO was not designed to manipulate the HCP system to “maximize” the HCP 

support that the Company received.  In fact, QSI’s analysis confirmed that Cross Telephone’s 

decision to switch from SWBT to MBO for transport services, created an overall cost savings to 

the benefit of Cross Telephone and to contributors to the HCP.69  Because Cross Telephone 

never owned the facilities necessary to provide the transport it purchased on the Warner-Tulsa 

route, there was no “gaming” of the HCP such as could result from a carrier selling property to 

an affiliate and leasing it back from the affiliate.  This fact is important because Moultrie’s 

purposeful structuring of its sale and lease-back transaction with its affiliate to “maximize” its 

HCP support was a key factor in the Commission’s decision that Moultrie should have included 

its property expenses and excluded its rent expenses related to its sale and lease-back affiliate 

transaction.70  The Commission noted that the Moultrie arrangement provided a clear example of 

the purpose of Section 36.2: 

                                                 
67 Id. 

68 Fischer Declaration, ¶22. 

69 Fischer Declaration, ¶26. 

70 Moultrie, ¶14 (emphasis added). 
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Rather, Moultrie appears to have traded with its affiliate the legal 

ownership of certain assets that it will still use in its operations, for 

the sole purpose of generating more favorable universal service 

subsidies. . . . This case presents us with the exact type of 

separations or high-cost support manipulation, through the use of 

sales and lease-backs to and from affiliates, which section 

36.2(c)(2)(2) of the Commission’s rules seeks to prevent.71  

 

Cross Telephone did not involve the “type of separations or high-cost support 

manipulation [that Rule 36.2(c)(2)] seeks to prevent” and application of the Rule is not 

warranted: Cross Telephone never owned the facilities necessary for the transport on the Warner-

Tulsa route, never engaged in an affiliate sale and lease-back transaction for the Warner-Tulsa 

route, and the Company’s purchase of DS1 transport service from MBO did not manipulate 

Cross Telephone’s HCP support.     

 

d. Cross Telephone’s HCP cost study was never rejected by NECA 

Finally, unlike in Moultrie, NECA did not disagree with or reject Cross 

Telephone’s support studies.72 During the time period covered by the audit, Cross Telephone 

participated in the NECA tariff and submitted annual cost studies to NECA.73  The Company’s 

cost studies treat its affiliate DS1 transport service purchase expenses as expenses and NECA has 

never rejected Cross Telephone’s cost studies based on that reporting.74  After the Moultrie case 

and Commission decision, NECA presumably would have been more attuned to reporting of 

affiliate transactions that could trigger application of Rule 36.2(c)(2).  The fact that NECA 

                                                 
71 Moultrie, ¶14. 

72 Miller Declaration, ¶11.  

73 Id. 

74 Id. 
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accepted Cross Telephone’s cost studies is a strong indicator that the Company’s reporting was 

consistent with applicable Commission rules and that the Auditor’s contrary finding was 

erroneous.      

2. Commission Rule 36.2(c)(2) applies only to affiliate property sale and 

lease-back transactions and carrier rentals of property to or from an 

affiliate and does not apply to carrier service purchases from an affiliate. 

As QSI’s comprehensive review of Commission Rule 36.2(c)(2), the key 

Commission rule underlying the Moultrie decision, shows, the Rule is prima facie inapplicable 

to Cross Telephone’s purchase of DS1 transport services from MBO.  Any attempt to interpret 

the rule more broadly, to encompass the Cross Telephone affiliate service purchase, requires an 

unreasonably expansive reading of the rule and would be an ultra vires interpretation of a 

Commission rule. 

QSI’s assessment begins by noting that Commission Rule 36.2(c)(2), on its face, 

exclusively addresses the reporting of expenses for property rented to or from a carrier’s affiliate: 

 (c) Property rented to affiliates, if not substantial in amount, is 

included as used property of the owning company with the 

associated revenues and expenses treated consistently: Also such 

property rented from affiliates is not included with the used 

property of the company making the separations; the rent paid is 

included in its expenses. If substantial in amount, the following 

treatment is applied:   

 

(1) In the case of property rented to affiliates, the property and 

related expenses and rent revenues are excluded from the 

telephone operations of the owning company, and   

 

(2) In the case of property rented from affiliates, the property and 

related expenses are included with, and the rent expenses are 

excluded from, the telephone operations of the company making 

the separation.75 

                                                 
75 47 C.F.R. §36.2(c)(2) (emphasis added). 
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The Moultrie decision explained that Rule 36.2(c)(2) also applied to affiliate asset sale and lease-

back transactions including the transaction at issue in Moultrie:  

with respect to the sale and lease-back transaction, we direct 

Moultrie to include the property and related expenses with, and 

exclude the related rent expenses from, the carrier’s regulated 

telephone operations as required by section 36.2(c)(2) of the 

Commission’s rules.76 

 

However, neither the rule nor the Moultrie decision state, or even suggest, that 

Rule 36.2(c)(2) applies to a carrier’s purchase of services from its affiliate.  Rather than 

declaring the rule applicable to service purchases, the Moultrie decision suggests a more limited 

reading of the parameters of the section 36.2 rules as “governing the treatment of rented 

property, related expenses, and lease payments between carriers and their affiliates” and notes 

that “[t]his rule directs incumbent carriers on the proper treatment of property rented to or from 

affiliates and related costs (i.e., reserves, revenues, expenses lease payments) in the performance 

of a Part 36 cost study.”77   

Moreover, the Moultrie decision is replete with statements that describe the rule’s 

application as limited to property sales and rentals.  The Common Carrier Bureau’s response to 

NECA’s request for guidance regarding how Moultrie should report its affiliate sale and lease-

back expenses stated that the “underlying principle in section 36.2(c)(2) [] governs property 

rented from affiliates.”78  The Commission further describes the Section 36.2 rules as 

                                                 
76 Moultrie, ¶1 (emphasis added). 

77 Moultrie, ¶10 (emphasis added). 

78 Moultrie, ¶5. 
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“fundamental principles in separations procedures” that “govern[] the treatment to rented 

property, related expenses, and lease payments between carriers and their affiliates for 

separations and high-cost loop expense adjustments.”79  In stating that carriers are free to lease, 

rather than own assets, as long as they report properly, the Commission states “Section 

36.2(c)(2) simply instructs carriers on how to treat sale and lease-back arrangements in the 

performance of the Part 36 cost study.”80  

What is not present in the Moultrie decision is any statement or suggestion that 

Rule 36.2(c)(2) can or should be read broadly to apply to any affiliate transaction other than 

rented property or an asset sale and lease-back between a carrier and an affiliate.  Consequently, 

the Auditor’s efforts to apply Rule 36.2(c)(2) to Cross Telephone’s purchase of DS1 transport 

service from MBO are misplaced. 

3. Applying the Moultrie decision and Rule 36.2(c)(2) to affiliate service 

purchases requires the Auditor make an unreasonably broad and ultra 

vires interpretation of the rule. 

The Auditor’s proposed application of the Moultrie decision and Rule 36.2(c)(2)’s 

reporting mandate to Cross Telephone requires an expansive and ultra vires interpretation of the 

rule.  QSI explains that interpreting Rule 36.2(c)(2) to apply to the purchase of a service requires 

that the rule’s terminology be defined in ways that contradict prior Commission discussions and 

definitions.   

                                                 
79 Moultrie, ¶10. 

80 Moultrie, ¶15.   



 

CONFIDENTIAL AND PROPRIETARY 

Confidential Treatment Requested Pursuant to 47 C.F.R. § 54.711(b)  

 

 

    

 

 21 

a. Interpreting Rule 36.2(c)(2) as applicable to Cross Telephone’s 

purchase of DS1 transport service requires interpretations that 

conflict with current and historical Commission definitions. 

Application of Rule 36.2(c)(2) to Cross Telephone’s affiliate service purchase 

requires substantial interpretation and expansion of the rule.  On its face, Rule 36.2(c)(2) does 

not apply to Cross Telephone’s affiliate service purchase unless key terms such as “rent” and 

“property” can be interpreted to include “purchase” and “service.”  Despite being an ultra vires 

interpretation of the rule, manipulating these key terms contradicts historical Commission 

discussion of these terms. 

QSI provided a detailed and comprehensive review of the Part 36 reporting, 

explaining that the Commission’s Part 36 jurisdictional separations rules require that a carrier’s 

accounts of telecommunications property, revenues, expenses, etc., be classified consistent with 

the Part 32 Uniform System of Accounts (“USOA”) for Telecommunications Companies.81  QSI 

noted that the FCC’s rules currently do not define the expense subcategory of “rent” but, up until 

2000, the terms was defined as expense paid for physical property: 

(3) Rents. (i) This subsidiary record category shall include amounts paid 

for the use of real and personal operating property. Amounts paid for 

real property shall be included in Account 6121, Land and Buildings 

Expense. This category includes payments for operating leases but does 

not include payments for capital leases. (ii) This subsidiary record 

category is applicable only to the Plant Specific Operations Expense 

accounts. Incidental rents, e.g., short-term rental car expense, shall be 

categorized as Other Expenses (see paragraph (f)(4) of this section) 

under the account which reflects the function for which the incidental 

rent was incurred. (emphasis added)82 

                                                 
81 47 C.F.R. §36.1(f).  See also Fischer Declaration, ¶32. 

82 Fischer Declaration, ¶14 (citing former Commission rule 47 C.F.R. §32.5999(f)(3)). 
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This definition carves out a category of “Other Expenses”, which was defined to 

include costs, including for “contracted services” that could not be classified in other record 

categories.83  This rule and others were eliminated in a 2000 Commission order streamlining Part 

32 reporting.84  However, QSI highlights that the definitions themselves remain valid as the 2000 

Accounting Streamlining Order noted that companies were expected to continue collecting data 

covered by the eliminated rules.85  Based on its experience and review of the rules, QSI 

concluded that  “rent”, as used in Rule 36.2(c)(2), refers to payment for the “use of real and 

personal operating property”, not for the purchase of a service such as the DS1 transport service 

that Cross Telephone purchases from MBO.86  QSI noted that the 2000 Accounting Streamlining 

Order further confirms its assessment as “pole attachment rents” was one of the examples of 

“rent” discussed in that order and pole attachments, which involve the rent of physical space on a 

pole, are a clear example of the use of personal operating property.87  In contrast, the DS1 

transport service that Cross Telephone purchases from MBO is not “real and personal operating 

property”, rather it is telecommunications which provides “transmission, between or among 

points specified by the user, of information of the user’s choosing, without change in the form or 

content of the information as sent and received.”88   

                                                 
83 Fischer Declaration, ¶14 (citing former Commission rule 47 C.F.R. §32.5999(f)(4)). 

84 Fischer Declaration, ¶15 (citing In the Matter of Comprehensive Review of the Accounting Requirements and 

ARMIS Reporting Requirements for Incumbent Local Exchange Carriers: Phase 1, 15 FCC Rcd 8690 (2000).  

(“2000 Accounting Streamlining Order”).  Rule modifications adopted in the 2000 Accounting Streamlining Order 

became effective on September 28, 2000 (see Federal Register, Vol. 65, No. 60 dated Tuesday, March 28, 2000)). 

85 Fischer Declaration, ¶15. 

86 Fischer Declaration, ¶16. 

87 Id. 

88 Fischer Declaration, ¶16 (citing 47 U.S.C. §153). 
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QSI explains that DS1 transport service utilizes “operating properties” but, the 

mere fact that a services relies on certain operating properties does not mean the service 

payments are payments for “the use of property.”89  Such an interpretation would lead to the 

illogical result of the DS1 transport service payments being classified as “rent” for the operating 

properties such as general purpose computers used for billing for the service or trucks used for 

repairing service issues.90  Moreover, based on its review of Cross Telephone’s MSA with MBO, 

QSI notes that the Company’s service is not tied to a specific DS1 “property.”  Instead the DS1 

transport service is provided via MBO’s high capacity fiber-based system, that is also used to 

serve other carriers, supporting QSI’s assessment that Cross Telephone’s DS1 service is not 

provided via specific strands as would be expected in a “lease” arrangement.91    

QSI’s analysis and research also shows that the FCC recognizes that a service 

may be provided using property but that “service revenues” can be separate from “rent” revenue.  

QSI suggests that a prime example of this concept is reflected in Commission rule 32.5200, 

regarding USOA “Miscellaneous Revenue,” excerpted below which specifically references 

separate equipment and service revenues:  

(a) Rental or subrental to others of telecommunications plant 

furnished apart from telecommunications services rendered by the 

company (this revenue includes taxes when borne by the lessee). It 

includes revenue from the rent of such items as space in conduit, 

pole line space for attachments, and any allowance for return on 

property used in joint operations and shared facilities agreements.92  

 

                                                 
89 Fischer Declaration, ¶17. 

90 Id. 

91 Fischer Declaration, ¶18. 

92 47 C.F.R. § 32.5200 (emphasis added).  See also Fischer Declaration, ¶20. 
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QSI contrasts the prior quote with, USOA which requires service revenues, such 

as from private line service, to be booked to service-specific accounts:  

Private line revenue. This account shall include revenue derived 

from local services that involve dedicated circuits, private 

switching arrangements, and/or predefined transmission paths, 

whether virtual or physical, which provide communications 

between specific locations (e.g., point-to-point communications).93    

 

 

The FCC Form 499A makes a similar distinction with Line 418 including revenue 

“from the sale or lease of transmission facilities, such as dark fiber or bare transponder capacity, 

that are not provided as part of a telecommunications service or as a UNE.”94  Further 

exemplifying the separation of “service” revenues from a facilities “rent” revenue, and 

particularly relevant here, is MBO’s reporting of the DS1 service revenue it receives from Cross.  

MBO reports these services revenues on line 305.1 which reports “[r]evenues from providing 

local services that involve dedicated circuits, private switching arrangements, digital subscriber 

lines, and/or predefined transmission paths”95 rather than on line 418 as revenues from the “lease 

of transmission facilities that are not provided as part of telecommunications service.”96   

QSI’s research confirms that the Commission’s current and historical definitions 

of “rent” and “property” as used in Rule 36.2(c)(2) eliminate any doubt regarding the limited 

scope of that rule and foreclose applying the rule to a carrier’s purchase of services from an 

affiliate.  A service is not the same as “real and personal operating property” and the payment for 

                                                 
93 47 C.F.R. § 32.5040 (emphasis added).  See also Fischer Declaration, ¶20. 

94 2018 Instructions to the Telecommunications Reporting Worksheet, Form 499-A, p. 33 (emphasis added). 

95 Miller Declaration, ¶8. See also 2018 Instructions to the Telecommunications Reporting Worksheet, Form 499-A, 

p. 26. 

96 Id.   
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a service is not the same as “rent” for the “use of real and personal operating property.”97  As 

QSI’s assessment shows, reliance on Rule 36.2(c)(2) to govern Cross’ reporting of services 

purchased from MBO requires the Rule’s use of “rent” and “property” to include payment for a 

service.98  Such an interpretation would contradict the Commission’s definitions of the terms and 

would result in an ultra vires interpretation of the rules.   

b. The Auditor’s interpretation of Rule 36.2(c)(2) is impermissible 

and ultra vires  

The Auditor had no authority to interpret Commission Rule 36.2(c)(2) or the 

Moultrie’s discussion of affiliate sale and lease-back transactions as applicable to Cross 

Telephone’s purchase of DS1 transport service from MBO.  The FCC authorized USAC to 

“audit contributors and carriers reporting data to the [USAC] Administrator”99 but there are 

specific and firm limits on USAC’s authority.  USAC’s authority is “exclusively 

administrative”100 and USAC “may not make policy, interpret unclear provisions of the statute or 

rules, or interpret the intent of Congress.”101  If USAC encounters rules that are not clear “or do 

not address a particular situation, USAC must seek Commission guidance” on how to proceed.102  

The requirement that USAC seek Commission guidance is mandatory whenever a policy 

decision is required or in any situation beyond mere administration of the universal service fund.  

The Auditor conducted the Cross Telephone audit on behalf of USAC and it would be illogical if 

                                                 
97 Fischer Declaration, ¶16.   

98 Fischer Declaration, ¶42. 

99 47 C.F.R. §54.707(a). 

100  See, e.g., Changes to the Board of Directors of the National Exchange Carrier Association, Inc.; Federal-State 

Joint Board on Universal Service, 13 FCC Rcd 25058, ¶17 (1998) (“1998 USAC Order”).   

101 47 C.F.R. §54.702(c). 

102 1998 USAC Order, ¶17 (emphasis added).  See also 47 C.F.R. §54.702(c). 
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the Auditor were permitted to exercise greater authority than what the FCC granted to USAC.  

Consequently, the Auditor was prohibited from interpreting Commission Rule 36.2(c)(2) to 

apply to Cross Telephone and should have requested that USAC seek Commission guidance on 

how to proceed regarding the Cross Telephone audit. 

The Cross Telephone audit provides a prime example of a situation where USAC 

should have sought Commission guidance.  As discussed supra, Rule 36.2(c)(2), on its face, 

applies to a carrier’s property rental to or from an affiliate and the Moultrie decision in which the 

Commission applied Rule 36.2(c)(2) involved a specific factual circumstance – Moultrie’s sale 

of property to its affiliate and the lease-back of those properties.  Cross Telephone’s purchase of 

DS1 transport service from MBO did not involve property rental from MBO nor did it involve 

the sale and lease-back of property from MBO.  Consequently, the Auditor could not apply either 

Rule 36.2(c)(2) or the Commission’s decision in Moultrie to Cross Telephone without 

interpreting the rule or Moultrie.  This necessary rule interpretation was the line that the Auditor 

was prohibited from crossing and triggered the mandatory requirement that USAC seek 

Commission guidance before proceeding further with respect to this issue in the Cross Telephone 

audit.   

USAC is well aware of this requirement, having sought Commission guidance on 

a number of issues arising during audits, including the regulatory classification of text messaging 

service, reporting of prepaid calling card revenues on the FCC Form 499A, High Cost Program 

income tax reporting for S-Corporations and classification of ATM/Frame Relay revenues, to 
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name a few.103  Consequently USAC indirectly exceeded its authority when it permitted the 

Auditor to include an audit finding that is based on an impermissible and ultra vires 

interpretation of Commission rules and orders. 

D. Cross Telephone Reasonably Relied on USAC’s Prior Awareness of, and 

Silence Regarding, Cross’ Affiliate Purchase Reporting Methodology  

As Cross Telephone explained in Section II.A. supra, the Company was the 

subject of a HCP Audit in 2009 that reviewed the same DS1 transport service purchases from 

MBO and the same expense reporting methodology as are at issue in Finding No. 1 of the current 

Audit.104  Aside from noting a minor calculation error, the 2009 Audit did not identify any 

objections to Cross’ methodology for reporting expenses for the DS1 transport service purchased 

from MBO.105  Based on this tacit approval from USAC and KPMG regarding Cross 

Telephone’s expense reporting, the Company reasonably continued utilizing the same reporting 

methodology when the Company purchased the same DS1 transport services in subsequent 

years.  The proposed reversal in USAC’s position regarding Cross Telephone’s reporting, as 

reflected in Audit Finding No. 1, is based on the Auditor’s erroneous finding that Cross 

Telephone’s DS1 transport service purchase was analogous to an affiliate sale and lease-back 

transaction and must be reported consistently with such transactions.  This Finding No. 1 should 

                                                 

103 See, e.g., Letter to Sharon Gillett, Chief, Wireline Competition Bureau, FCC from Richard Belden, Chief 

Operating Officer, USAC, (April 22, 2011) (seeking guidance regarding regulatory classification of text messaging); 

Letter to Julie Veach, Acting Chief, Wireline Competition Bureau, FCC from Richard Belden, USAC (Aug. 18, 

2009) (identifying six (6) matters for which USAC previously had sought Commission guidance). 

104 Miller Declaration, ¶¶9-10. 

105 Miller Declaration, ¶9. 
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be reversed but, if it is not, the Audit Finding must be applied on a prospective basis only to 

avoid resulting in a manifest injustice to Cross Telephone.  

Applicable judicial and Commission precedent, require that this audit finding’s 

unexpected reversal of USAC’s position, on which Cross Telephone reasonably relied for several 

years, be applied on a prospective basis only.  The Court of Appeals for the District of Columbia 

Circuit (“D.C. Circuit”) has long-recognized a distinction between Commission agency actions 

where prospective rather than retroactive application is appropriate.  Where the agency’s 

decision substitutes “new law for old law that was reasonably clear”, prospective-only 

application is appropriate.106  The Commission similarly has consistently applied rule changes 

solely on a prospective basis where the changes reflected a “reconsideration of past 

interpretations and applications of the Act,”107 or were necessary to ensure providers had 

“certainty regarding their . . . obligations.”108  The Commission also has considered the following 

D.C. Circuit, non-exhaustive, list of five factors that can be considered when evaluating whether 

the retroactive application of a decision is appropriate: 

1) whether the particular case is one of first impression, (2) 

whether the new rule represents an abrupt departure from well 

established practice or merely attempts to fill a void in an unsettled 

area of law, (3) the extent to which the party against whom the new 

rule is applied relied on the former rule, (4) the degree of the 

burden which a retroactive order imposes on a party, and (5) the 

                                                 
106 Verizon Tel. Cos. v. FCC, 269 F.3d 1098, 1109 (D.C. Cir. 2001). 

107 See, e.g., In re Restoring Internet Freedom, FCC 17-166, n.792 (2018) (classification change resulting from the 

Commission’s reconsideration of prior interpretations of the Act applied prospectively only).   

108 See In re Restoring Internet Freedom, FCC 17-166, Id., ¶526. See also, e.g., In re Request for Review by 

InterCall, Inc. of Decision of Universal Service Administrator, 23 FCC Rcd 10731, ¶23 (2008) (applying a 

compliance obligation prospectively only where there previously had been “a lack of clarity regarding the direct 

contribution obligations” applicable to class of service providers). 
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statutory interest in applying a new rule despite the reliance of a 

party on the old standard.109   

 

Evaluating the impact of the Audit finding No. 1 on Cross Telephone under even the 

most comprehensive of these standards, the D.C. Circuit’s five factor test, confirms that 

prospective-only application is warranted.   

First, the proposed application of Rule 36.2(c)(2) to a carrier’s purchase of services from 

an affiliate appears to be a case of first impression.  A review of the FCC’s decisions suggests 

that the rule has been addressed only on the context of the Moultrie decision. 

Second, the Auditor’s proposed requirement that Cross Telephone report its DS1 

transport service expenses as interexchange plant, pursuant to Rule 36.2(c)(2), rather than as an 

expense is an unexpected and abrupt departure from USAC’s prior position on the Company’s 

reporting methodology.  As discussed supra, USAC was aware, based on its 2009 audit of Cross 

Telephone, that the Company reported its DS1 transport services purchased from MBO as 

expenses.110  Aside from noting a slight miscalculation in the number of DS1 transport circuits 

that Cross Telephone purchased from MBO, USAC was silent in that audit regarding Cross 

Telephone’s methodology for reporting the devices.111  Cross Telephone’s DS1 transport 

services and reporting methodology addressed in the 2009 audit are identical to the services and 

reporting reviewed in the current audit.  Consequently, the Auditor’s suggestion that Cross must 

                                                 
109 In re Regulation of Prepaid Calling Card Services, 21 FCC Rcd 7290, ¶42 (2006). 

110 See Draft Cross Summary of Findings as of June 30, 2010 at 2.  See also 2009 Audit USAC Response at 1 and 

Miller Declaration, ¶¶9-10. 

111 See Draft Cross Summary of Findings as of June 30, 2010 at 2.  See also 2009 Audit USAC Response at 1 and 

Miller Declaration, ¶9. 
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now report its transport services consistent with and pursuant to Rule 36.2(c)(2) is an abrupt 

departure from USAC’s position in the 2009 audit.   

Moreover, any retroactive application of Audit Finding No. 1 would be 

particularly egregious as Rule 36.2(c)(2), on its face and as discussed by the Commission, does 

not apply to Cross Telephone’s purchase of DS1 transport services from its affiliate.  Rule 

36.2(c)(2) exclusively addresses the reporting of expenses for property rented to or from a 

carrier’s affiliate.112  As discussed in Section II.C.2, supra, the Commission repeatedly has 

described the rule as being limited to property sales and rentals: “underlying principle in section 

36.2(c)(2) [] governs property rented from affiliates”113; the Section 36.2 rules as “fundamental 

principles in separations procedures” that “govern[] the treatment to rented property, related 

expenses, and lease payments between carriers and their affiliates for separations and high-cost 

loop expense adjustments”114 and “Section 36.2(c)(2) simply instructs carriers on how to treat 

sale and lease-back arrangements in the performance of the Part 36 cost study.”115  

Third, as noted above, Cross Telephone has reasonably relied, for the nearly ten (10) 

years since the 2009 audit, on USAC’s 2009 review and non-objection to the Company’s 

reporting methodology.   

Fourth, Cross Telephone will suffer a significant financial hardship as a result of the 

Finding and it will be a manifest injustice should the Auditor’s finding in Finding No. 1 be 

applied retroactively.  The Company would be required to return more than $8.2 million in 

                                                 
112 47 C.F.R. §36.2(c)(2).  

113 Moultrie, ¶5. 

114 Moultrie, ¶10. 

115 Moultrie, ¶15.   
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support to the High Cost fund, despite having already used those funds to provide modern voice 

and broadband services to subscribers in the rural and high-cost areas for which the HCP support 

was intended.116  Moreover, Cross Telephone would not be able to recover those funds from its 

current subscriber base.117   

Fifth, the Company is not aware of any statutory interest that would be advanced 

by applying Rule 36.2(c)(2) in the manner proposed by the Audit Report.  Permitting the 

Auditor’s proposed application of Rule 36.2(c)(2) to remain in place would effect an immediate 

change to Commission accounting rules that even the FCC is prohibited from making and 

undermines the statutory interest in protecting carriers that is evidenced in the Communications 

Act’s System of Accounts statutes.  By concluding that Cross Telephone must report, both 

retroactively and prospectively, its DS1 transport service expenses as rent – a direction not 

required by Commission rules - the Auditor is making a unilateral and unauthorized change to 

the Commission’s Part 32 accounting regime.  Section 220(g) of the Act requires that carriers 

receive advance notice of accounting changes: “Notice of alterations by the Commission in the 

required manner or form of keeping accounts shall be given to such persons by the Commission 

at least six months before the same are to take effect.”118  The Auditor’s direction that Cross 

Telephone immediately revise its accounting reporting directly contradicts the statutory 

accounting change notice requirement.  The Commission’s adherence to both the text and the 

spirit of the statutory notice requirement and implicit carrier protections exemplifies how such 

                                                 
116 Miller Declaration, ¶4. 

117 Miller Declaration, ¶4. 

118 47 U.S.C. § 220(g) (emphasis added).   
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rule changes properly are made.  A prime example is found in a 1974 Commission Notice of 

Proposed Rulemaking which considered an accounting change and specifically contemplated 

providing extra notice to avoid disruptions mid-year:    

13. The Commission proposes to make any rule amendments 

adopted as a result of this proceeding effective not less than six 

months after the issuance of a final order with respect to this 

docket, as required by section 220(g) of the Communications Act 

of 1934, as amended, 47 U.S.C. 220(g) . As a practical matter and 

in order to avoid making substantive changes in accounting during 

the year, it is planned that any rule amendments adopted would be 

made effective as of January 1 of the first full calendar year 

beginning not less than six months after the issuance of a final 

order in this docket . . . .119 

 

The Auditor has no authority to require Cross Telephone to conduct its accounting in a 

manner not required by the Commission’s rules and the Auditor’s finding directly undermines 

the statute’s interest in protecting carriers.  The Auditor’s decision will effect an ultra vires 

accounting rule change and must be withdrawn. 

In addition, the Commission stated that Rule 36.2(c)(2) was applied in Moultrie to 

address Moultrie’s purposeful attempt to “game” the system and maximize its HCP support.  

Cross Telephone has not attempted to manipulate its operations, by engaging in a property sale 

and lease-back transaction with MBO, to obtain additional HCP support.  Cross Telephone did 

not own the facilities necessary to provide the transport it is currently purchasing from MBO and 

the Company neither sold any assets to MBO nor did it rent any property from MBO for 

                                                 
119 In re Amendment of Part 31 (Uniform System of Accounts for Class A and Class B Telephone Companies) so as 

to Permit depreciable Property to be Placed in Groups Comprised of Units with Expected Equal Life for 

Depreciation under the Straight-Line Method, Notice of Proposed Rulemaking, 48 FCC 2d 871, ¶13 (1974).  
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purposes of MBO providing the DS1 transport service.  There is no reason to believe that any 

statutory objective will be served by requiring Cross Telephone to refund to the HCP nearly $8.2 

million, that has already been used for its intended purposes, based on the erroneous 

interpretation of a rule that, on its face and as described by the Commission, does not apply to 

the Company.   

  Applying Audit Finding No. 1 retroactively is unwarranted and requiring Cross 

Telephone to return its HCP support – support that Cross Telephone already has used to serve 

rural high-cost communities and that Cross Telephone cannot possibly recover from its service 

operations – would effect a manifest injustice.  
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IV. CONCLUSION 

For the foregoing reasons, Cross Telephone respectfully requests that USAC 

reverse the Audit Report finding discussed above. 
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1

EXECUTIVE	SUMMARY

October 4,	2018

Universal	Service	Administrative	Company

700	12th	Street,	N.W.,	Suite	900

Washington,	DC	20005

Attention: Ms.	Telesha	Delmar

This	 report	 represents	 the	 results	 of	 Moss	 Adams	 LLP’s (we,	 us, our,	 and	 Moss	 Adams) work	

conducted	to	address	the	performance	audit	objectives	relative	to	Cross Telephone	Company,	Study	

Area	Code	(SAC)	No.	431985,	(Cross or	Beneficiary)	for	disbursements	of	$6,289,399 made	from	the	

Universal	Service	High	Cost	Program	(HCP)	(Disbursements)	during	the	year ended	December 31,	

2015. At	your	request,	we	have	also	calculated	the	estimated	monetary	impacts	of	the	issue	identified	

in	Finding	#1	on	HCP	disbursements	during	the	years	ended	December	31,	2012,	2013,	2014,	and	

2016, based	on	information	provided	by	the	Beneficiary	related	to	that	finding.

We	conducted	our	performance	audit	in	accordance	with	the	standards	applicable	to	performance	

audits	contained	in	generally	accepted	Government	Auditing	Standards,	 issued	by	the	Comptroller	

General	of	the	United	States (2011	Revision).	Those	standards	require	that	we	plan	and	perform	the	

performance	audit	to	obtain sufficient,	appropriate	evidence	to	provide	a	reasonable	basis	for	our	

findings	and	conclusions	based	on	our	audit	objectives.	The	audit included	examining,	on	a	test	basis,	

evidence	supporting	the	data	used	to	calculate	support,	as	well	as	performing	other	procedures	we	

considered	necessary	to	 form	conclusions.	 	We	believe	the	evidence	we	have	obtained	provides	a	

reasonable	 basis	 for	 our	 findings	 and	 conclusions	 based	 on	 our	 audit	 objectives. However,	 our	

performance	 audit does	 not	 provide	 a	 legal	 determination	 of	 the	 Beneficiary’s	 compliance	 with	

specified	requirements.

The	 objective	 of	 this	 performance	 audit	 was	 to	 evaluate	 the	 Beneficiary’s	 compliance	 with	 the	

regulations	and	orders	governing	the	federal	Universal	Service	High	Cost	Support	Mechanism,	set	

forth	in	of	47	C.F.R.	Part	54,	Subparts	C,	D,	K,	and	M; Part	36,	Subpart	F; Part	64,	Subpart	I;	Part	69,	

Subparts	D,	E,	and	F; and	Part	32,	Subpart	B	as	well	as	the	Federal	Communications	Commission’s	

(FCC)	Orders	governing	federal	Universal	Service	Support	for	the	HCP relative	to	the	disbursements

(collectively,	the	Rules).



Ms.	Telesha Delmar
Universal	Service	Administrative	Company
October	4,	2018

2

Based	on	the	test	work	performed,	our	audit	disclosed 8 detailed	audit	findings (Finding or	Findings)	

discussed	in	the	Audit	Results	section.		For	the	purpose	of	this	report,	a	Finding	is	a	condition	that	

shows	evidence	of	noncompliance	with	the	Rules	that	were	in	effect	during	the	audit	period.

Certain	 information	 may	 have	 been	 omitted	 from	 this	 report	 concerning	 communications	 with	

Universal	 Service	 Administrative	 Company	 (USAC)	management	 or	 other	 officials	 and/or	 details	

about	internal	operating	processes	or	investigations.		

This	report	is	intended	solely	for	the	use	of	USAC,	the	Beneficiary,	and	the	FCC	and	should	not	be	

used	by	those	who	have	not	agreed	to	the	procedures	and	taken	responsibility	for	the	sufficiency	of	

those	 procedures	 for	 their	 purposes.	 	 This	 report	 is	 not	 confidential	 and may	 be	 released	 to	 a	

requesting	third	party.	

Overland	Park,	Kansas

October 4,	2018
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Audit	Results	

Audit	Results Monetary	Effect
Recommended	
Recovery

Finding	#1:	47	C.F.R.	 §	 36.2(c)(2) –
Incorrect	 treatment	 of	 substantial	
rent expense	paid	to	an	affiliate:		The	
Beneficiary	 incorrectly	 included	
$2,906,004	 of rent	 expense	 paid	 to	 an	
affiliate	in	its	2013 HCP	filings	instead	of	
properly	removing	the	rent	expense	and	
including	 the	 rented	 plant	 and	
associated	 expenses. Additional	 work	
performed	also	indicates	the	Beneficiary	
incorrectly	 included	 the	 affiliate	 rent	
expense	and	did	not	include	the	rented	
plant and	 related	 expenses in	 its	 HCP	
filings	 for	 the	 years	 2010,	 2011,	 2012	
and	2014.	The	2010HCP	filings	included	
$1,481,215 of	affiliate	rent	expense.	The	
2011 HCP	filings	included	$2,461,630 of	
affiliate	 rent	 expense. The	 2012 HCP	
filings	 included	 $1,843,004 of	 affiliate	
rent	 expense. The	 2014 HCP	 filings	
included	 $2,820,657 of	 affiliate	 rent	
expense. $8,251,829 $8,251,829
Finding	#2:	47	C.F.R.	§	64.901– Lack	
of	 nonregulated	 adjustments for	
common	 costs:	 The	 Beneficiary	 has	
common	 costs	 attributable	 to	 both	
regulated	 and	 nonregulated	 activities	
and	 failed	 to	 remove $91,901 of	
nonregulated	 expenses	 from	 its	 HCP	
filings. $8,587 $8,587
Finding	 #3:	 47	 C.F.R.	 §	 64.901–
Incorrect	 nonregulated	 adjustments	
for	 rate	 base	 and	 expenses:	 The	
Beneficiary	 made	 nonregulated	
adjustments	 for	 general	 support	
expenses,	 but	 failed	 to	 remove	 the	
associated	 assets	 and	 accumulated	
depreciation. In	 addition,	 the	
nonregulated	 adjustments	 were	 based	
on	 2012	 information	 and	 should	 have	
been	based	on	2013.	 $15,780 $15,780
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Audit	Results Monetary	Effect
Recommended	
Recovery

Finding	#4:	47	C.F.R.	§	36.611(h) –
Underreported	 loops:	 The	
Beneficiary underreported	 its	 total	
loops	by	3	in	its	2014-1	HCLS filing. $2,882 $2,882
Finding	#5:	47	C.F.R.	§ 54. 320(b) –
Lack	 of	 supporting	 invoice	
documentation: The	Beneficiary	was	
unable	 to	 provide	 supporting	 invoice	
documentation	 for	 two	 of	 the	 65
individual	 transactions	 selected	 from		
expense	accounts. $1,680 $1,680
Finding	#6:	47	C.F.R.	§ 54.7(a) and	
47	C.F.R.	§	65.450(a) – Disallowed	
expenses: The	 Beneficiary included	
$18,798	of	expenses	 in	 its	HCP	 filings
that	were	not	related	 to	provisioning,	
maintaining,	 or	 upgrading	
telecommunications services. $3,646 $3,646
Finding	#7:	47	C.F.R.	§ 32.6512(b)
– Clearing	of	provisioning	expense:	
The	Beneficiary	did	not	clear	$59,644	
from	 provisioning	 expense	 to	 plant	
under	 construction	 or	 plant	 specific	
operations	expense. $2,390 $2,390
Finding	 #8:	 47	 C.F.R.	 §	 32.12(b)
and	47	C.F.R.	§	54.320(b) – Payroll	
allocations:	The	Beneficiary allocated	
its	 2013	 payroll	 and	 related	 benefits	
based	 on	 a	 2008	 time	 study and	 was	
unable	 to	 provide	 documentation	 to	
support	 the	 time	 study	 was	 still	
appropriate	for	2013 payroll	allocations. $0 $0
Total	Net	Monetary	Effect $8,286,794 $8,286,794
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USAC	Management	Response	

USAC	management	concurs	with	the	audit	results	and	will	seek	recovery	of	the	High	Cost	Program	
support	amount	noted	in	the	chart	below.	USAC	requests	that	the	Beneficiary	provide	a	detailed	
description	of	the	policies	and	procedures	implemented	to	address	the	findings	no	later	than	sixty	
(60)	days	after	receipt	of	this	audit	report.	Please	submit	the	requested	information	to	
hcaudits@usac.org.	The	Beneficiary	may	be	subject	to	further	review	if	the	Beneficiary	does	not	
provide	the	requested	information	to	USAC.	

ICLS LSS HCL
USAC	Recovery	

Action

Finding	#1 $1,595,110	 $479,390	 $6,177,329	 $8,251,829

Finding	#2 $2,636	 $0	 $5,951	 $8,587	

Finding	#3 $10,538	 $0	 $5,242	 $15,780	

Finding	#4 $0	 $0	 $2,882	 $2,882	

Finding	#5 $445	 $0	 $1,235	 $1,680	

Finding	#6 $3,646	 $0	 $0	 $3,646	

Finding	#7 $10,249	 $0	 ($7,859) $2,390	

Finding	#8 $0	 $0	 $0	 $0	

Mechanism	Total $1,622,624	 $479,390	 $6,184,780	 $8,286,794

As	a	result	of	the	audit, USAC	management	will	recover	$8,286,794 of	High	Cost	Program	support	
from	the	Beneficiary	for	SAC	431985.
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Background	and	Program	Overview

BACKGROUND

The	 Beneficiary	 is	 a	 cost-based	 eligible	 telecommunications	 carrier	 (ETC)	 that	 provides	

telecommunications	exchange	services,	including	local access,	long	distance,	and	Internet	services	to	

residential	and	business	customers	residing	in	areas	of	northeastern Oklahoma.

PROGRAM	OVERVIEW

USAC	is	an	independent	not-for-profit	corporation	that	operates	under	the	direction	of	the	Federal	

Communications	 Commission	 (FCC)	 pursuant	 to	 47	 C.F.R.	 Part	 54.	 	 The	 purpose	 of	 USAC	 is	 to	

administer	 the	 federal	Universal	Service	Fund	(USF),	which	 is	designed	to	ensure	 that	all	people,	

regardless	 of	 location	 or	 income	 have	 affordable	 access	 to	 telecommunications	 and	 information	

services.	 	 USAC	 is	 the	 neutral	 administrator	 of	 the	 USF	 and	 may	 not	 make	 policy,	 interpret	

regulations,	or	advocate	regarding	any	matter	of	universal	service	policy.

The	High	Cost	Program	(HCP),	a	component	of	the	USF,	ensures	that	consumers	in	all	less	populated	

areas	of	the	country	have	access	to	and	pay	rates	for	telecommunications	services	that	are	reasonably	

comparable	 to	 those	 services	 provided	 and	 rates	 paid	 in	 urban	 areas.	 	 The	 HCP	 consists	 of	 the

following	support	mechanisms:

 High	cost	 loop	support	(HCLS):	HCLS	is	available	for	rural	companies	operating	 in	service	

areas	where	the	cost	to	provide	service	exceeds	115%	of	the	national	average	cost	per	loop.		

HCLS includes	the	following:

o Safety	net	additive	(SNA): SNA	support	is	available	for	carriers	that	make	significant	

investment	in	rural	infrastructure	in	years	when	HCLS	is	capped	and	is	intended	to	

provide	carriers	with	additional	incentives	to	invest	in	their	networks.

o Safety	valve	support	(SVS):	SVS	is	available	to	rural	carriers	that	acquire	high	cost	

exchanges	and	make	substantial	post-acquisition	 investments	 to	enhance	network	

infrastructure.

 High	cost	model	(HCM):	HCM	support	is	available	to	carriers	serving	wire	centers	in	certain	

states	where	the	forward	looking	costs	to	provide	service	exceed	the	national	benchmark.

 Local	switching	support	(LSS):	LSS	was	available	to	rural	incumbent	local	exchange	carriers	

(ILEC)	serving	50,000	or	fewer	lines	and	is	designed	to	help	recover	the	high	fixed	switching	

costs	of	providing	service	to	fewer	customers.		LSS	was	phased	out	June	30,	2012,	and	was	

replaced	by the	Connect	America	Fund	(CAF)	as	of	July	1,	2012.

 Connect	America	Fund	Intercarrier	Compensation	support	(CAF	ICC):	CAF	ICC	support	was	

established	in	the	2011 Transformation	Order as	part	of	the	transitional	recovery	mechanism	

adopted	to	mitigate	the	effect	of	reduced	intercarrier	compensation	revenues. CAF	ICC	is	the	

universal	service	support	available	to	cover	the	difference	between	the	amount	of	recovery	a	

carrier	 is	 eligible	 to	 receive	 and	 the	 amount	 it	may	 recover	 through	 permitted	 end	 user	

charges. For	rate-of-return	incumbent	LECs,	the	baseline	recovery	was	established	at	a	fixed	

amount	in	2012	and	is	reduced	by	five	percent	annually. CAF	ICC	disbursements	began	July 1,	

2012.
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 Interstate	common	line	support	(ICLS):		ICLS	is	available	to	ILECs	and	is	designed	to	help	its	

recipients	 recover	 common	 line	 revenue	 requirement	while	 ensuring	 the	 subscriber	 line	

charge	 (SLC)	 remains	affordable	 to	customers.	 	The	common	 line	 revenue	requirement	 is	

related	to	facilities	that	connect	end	users	to	the	carrier’s	switching	equipment.

 Interstate	access	support	(IAS):		IAS	is	available	to	price-cap	ILECs	and	competitive	carriers,	

and	is	designed	to	offset	interstate	access	charges.
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Objective,	Scope,	and	Audit	Methodology

OBJECTIVE

The	objective	of	our	performance	audit	was	to	evaluate	the	Beneficiary’s	compliance	with	47	C.F.R.	

Part	54,	Subparts	C,	D,	K,	and	M;	Part	36,	Subpart	F;	Part	64,	Subpart	I;	Part	69,	Subparts	D,	E,	and	F;	

and	 Part	 32,	 Subpart	 B	 as	 well	 as	 the	 Federal	 Communications	 Commission’s	 Orders	 governing	

Federal	Universal	Service	Support	for	the	HCP	relative	to	the	disbursements	for	the	12-month	period	

ended	December	31,	2015.

This	 performance	 audit	 did	 not	 constitute	 an	 audit	 of	 financial	 statements	 in	 accordance	 with	

Government	 Auditing	 Standards.	 We	were	 not	 engaged	 to,	 and	 do	 not	 render	 an	 opinion	 on	 the	

Beneficiary’s	 internal	 control	 over	 financial	 reporting	 or	 internal	 control	 over	 compliance.	 	 We	

caution	 that	projecting	 the	results	of	our	evaluation	on	 future	periods	 is	subject	 to	 the	risks	 that	

controls	may	become	inadequate	because	of	changes	in	conditions	that	affect	compliance.

SCOPE

The	following	chart	summarizes	the	Universal	Service	High	Cost	Program	support	that	was	included	

in	the	scope	of	this	audit:

HCSMP	Support Data	Period
Disbursement	
Period Disbursements	

Connect	America	Fund	(CAF)	
Intercarrier	Compensation	(ICC)

7/1/2014-
6/30/2015	&	
7/1/2015-
6/30/2016

12/31/2015 $2,026,674

High	Cost	Loop Support (HCLS) 12/31/2013 12/31/2015 $2,688,163
Interstate	Common	Line	Support	
(ICLS)	

12/31/2013 12/31/2015 $1,574,562

Total $6,289,399

ADDITIONAL	WORK

At	USAC’s	request,	we	determined	that	the	affiliate circuit	rent	expense	that	resulted	in	finding	1	was	

also	present in	the	high	cost	forms	filed	for	the	three years	prior	to	and	the	one year	after	the	2013

data	period. We	did	not	perform	any other	procedures	outlined	in	the	audit	methodology	section for	

these	additional	periods.	The	following	charts	summarize	the	Universal	Service	High	Cost	Program	

support	 related to	 the	 incorrect	 treatment	of	 substantial	 rent	 expense	paid	 to	 an	 affiliate for	 the	

disbursement	period	years	ended	December	31,	2012,	2013,	2014, and	2016:
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HCSMP	Support Data	Period
Disbursement	
Period Disbursements	

Connect	 America	 Fund	 (CAF)	
Intercarrier	Compensation	(ICC)

7/1/2012-
6/30/2013

12/31/2012 $517,344

High	Cost Loop	Support	(HCLS) 12/31/2010 12/31/2012 $2,770,706
Interstate	 Common	 Line	 Support	
(ICLS)	

12/31/2010 12/31/2012 $2,048,760

Local	Switching	Support	(LSS) 12/31/2010 12/31/2012 $53,934
Total $5,390,744

HCSMP	Support Data	Period
Disbursement	
Period Disbursements	

Connect	 America	 Fund	 (CAF)	
Intercarrier	Compensation	(ICC)

7/1/2012-
6/30/2013	 &	
7/1/2013-
6/30/2014

12/31/2013 $1,243,590

High	Cost	Loop	Support	(HCLS) 12/31/2011 12/31/2013 $2,609,316
Interstate	 Common	 Line	 Support	
(ICLS)	

12/31/2011 12/31/2013 $1,930,164

Local	Switching	Support	(LSS) 12/31/2011 12/31/2013 $336,258
Total $6,119,328

HCSMP	Support Data	Period
Disbursement	
Period Disbursements	

Connect	 America	 Fund	 (CAF)	
Intercarrier	Compensation	(ICC)

7/1/2013-
6/30/2014	 &	
7/1/2014-
6/30/2015

12/31/2014 $1,636,986

High	Cost	Loop	Support	(HCLS) 12/31/2012 12/31/2014 $2,353,947
Interstate	 Common	 Line	 Support	
(ICLS)	

12/31/2012 12/31/2014 $2,004,204

Local	Switching	Support	(LSS) 12/31/2012 12/31/2014 $0
Total $5,995,137

HCSMP	Support Data	Period
Disbursement	
Period Disbursements	

Connect	 America	 Fund	 (CAF)	
Intercarrier	Compensation	(ICC)

7/1/2015-
6/30/2016	 &	
7/1/2016-
6/30/2017

12/31/2016 $1,557,192

High	Cost	Loop	Support	(HCLS) 12/31/2014 12/31/2016 $2,624,227
Interstate	 Common	 Line	 Support	
(ICLS)	

12/31/2014 12/31/2016 $1,738,766

Local	Switching	Support	(LSS) 12/31/2014 12/31/2016 $0
Total $5,920,185
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AUDIT	METHODOLOGY

To	accomplish	our	audit	objective,	we	performed	the	following	procedures:

Reconciliation – We	reconciled	the	December	31,	2013 and	2012,	trial	balances	to	the	separations	

and	 Part	 64	 study	 inputs and	 then	 to	 the	 applicable	 HCP	 Forms,	 obtained	 explanations	 for	 any	

variances,	and	evaluated	the	explanations	for	reasonableness.

Rate	Base	and	Investment	in	Network	Facilities – We	utilized	an	attribute	sampling	methodology	

to	 select	 asset	 samples	 from	 central	 office	 equipment	 (COE)	 and	 cable	 and	wire	 facilities	 (CWF)	

accounts.		Asset	selections	were	made	from	continuing	property	record	(CPR)	detail.		We	determined	

that	balances	for	the	selected	assets	were	properly	supported	by	underlying	documentation	such	as	

work	 order	 detail,	 third-party	 vendor	 invoices,	 materials	 used	 sheets,	 and	 time	 and	 payroll	

documentation	for	labor	and	related	costs.		We	agreed	the	amounts	charged	to	work	order	detail	and	

verified	 the	 proper	 general	 ledger	 coding	 under	 Part	 32.	 	 In	 addition,	 we	 verified	 the	 physical	

existence	of	selected	assets.

Tax	Filing	Status – We	verified	the	tax	filing	status	for	the	Beneficiary	and	obtained	and	reviewed	

the	 tax	 provision	 and	 deferred	 income	 tax	 provision	 calculations,	 including	 supporting	

documentation,	for	reasonableness.

Postretirement Benefit Liability	Accounting – The	Beneficiary	does	not	have	any	postretirement	

benefit	plans;	therefore, no	testing	was	performed.

Expenses –We	utilized	an	attribute	sampling	methodology	to	select	expense	samples	from	operating	

expense	accounts	that	impact	HCLS,	ICLS,	and	CAF	ICC.		Payroll	selections	were	made	from	a	listing	

of	 employees.	 	We	 agreed	 the	 amounts	 to	 supporting	 documentation	 such	 as	 time	 sheets,	 labor	

distribution	reports,	and	approved	pay	rates,	and	verified	the	costs	were	coded	to	the	proper	Part	32	

account.		We	reviewed	benefits	and	clearings	for	compliance	with	Part	32.

We	made	other	disbursement	selections	from	accounts	payable	transactions	and	agreed	amounts	to	

supporting	documentation,	 reviewing	 for	proper	coding	under	Part	32.	 	We	selected	a	 sample	of	

manual	journal	entries	to	ensure	reclassifications	between	expense	accounts	were	appropriate	and	

reasonable.

Affiliate	 Transactions – We	 performed	 procedures	 to	 assess	 the	 reasonableness	 of	 affiliate	

transactions	that	occurred	during	the	period	under	audit.		These	transactions	involved	the	provision	

of	 services	 between	 the	 Beneficiary	 and other	 entities	 with	 common	 ownership.	 We	 noted	 the	

Beneficiary	holds	equity	ownership	in	 five	entities.	These	affiliates	include	Cross	Cablevision,	LLC	

(100%	ownership),	Cross	Wireless,	LLC	(100%	ownership),	Optictel,	LLC	(20%	ownership),	Optictel	

LD,	LLC (16.7%	ownership),	and	Cross-Valliant	Cellular	Wireless	Partnership	(50%	ownership).	The	

Beneficiary	 is	 also	 affiliated,	 through	 common	 ownership,	with	MBO	Holdings,	 LLC,	which	 holds	

equity	interests	in	several	nonregulated	companies,	including	MBO	Video, LLC.	
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The	Beneficiary	purchases	services	from	Cross	Cablevision,	Cross	Wireless,	MBO,	LLC,	Optictel	LD,	

MBO	Video,	and	Cross-Valliant	Cellular.	

We	selected	a	sample	of	various	types	of	transactions	to	determine	if	the	transactions	were	recorded	

in	accordance	with	47	C.F.R.	Section	32.27	and	categorized	in	the	appropriate	Part	32	accounts.	The	

following	transactions	were	selected	for	testing:

 Cable	services	– Cross	Cablevision	provides	cable	television	service	to	the	Beneficiary.	
Transactions	occur	at	prevailing	price.

 Wireless	services	– Cross	Wireless	provides	wireless	telecommunications	service	to	the	
Beneficiary.	Transactions	occur	at	prevailing	price.

 Transport services	– MBO	Video	provides	transport	services	to	the	Beneficiary for	the	use	of	
plant	facilities	owned	by	MBO	Video.	Transactions	occur	at	rates	based	on	historical	tariffed	
rates	from	other	interexchange	carriers.

 Long	distance	services	– Optictel	LD	provides	long	distance	service	to	the	Beneficiary.	
Transactions	occur	at	prevailing	price.

Revenues	and	Subscriber	Listings -We	tested	revenue	general	ledger	accounts,	subscriber	bills,	and	

other	 documentation	 to	 verify	 the	 accuracy	 and	 existence	 of	 revenues.	 	We	 utilized	 an	 attribute	

sampling	methodology	to	select	revenue	samples	from	subscriber	listings.		Our	testing	of	subscriber	

bills	consisted	of	procedures	to	ensure	the	lines	were	properly	classified	as	residential,	single-line	

business,	 or	 multi-line	 business.	 	 In	 addition,	 we	 reconciled	 the	 revenues	 reported	 to	 National	

Exchange	 Carrier	 Association	 (NECA)	 to	 the	 general	 ledger	 and	 billing	 support.	 	 We	 obtained	

subscriber	 listings	and	billing	records	 to	determine	 the	 lines	or	 loops	reported	 in	 the	HCP	 filings	

agreed	to	supporting	documentation.		Our	analysis	included	reviewing	the	listing	for	duplicate	lines,	

invalid	data,	and	nonrevenue	producing	lines.

Part	64	Allocations –We	reviewed	the	Beneficiary’s	cost	apportionment	methodology	and	assessed	

the	reasonableness	of	the	allocation	methods	and	corresponding	data	inputs	used	to	calculate	the	

factors,	recalculated	the	material	factors,	and	recalculated	the	material	amounts	allocated.		We	also	

evaluated	the	reasonableness	of	the	assignment	between	regulated,	nonregulated,	and	common	costs	

and	the	apportionment	factors	as	compared	to	the	regulated	and	nonregulated	activities performed	

by	the	Beneficiary.

COE	and	CWF	Categorization – We	reviewed	the	methodology	for	categorizing	assets	including	a	

comparison	to	network	diagrams.		We	reconciled	the	COE	and	CWF	amounts	to	the	cost	studies	and	

agreed	them	to	the	applicable	HCP	Forms.		In	addition,	we	reviewed	power	and	common	allocation	

and	 physically	 inspected	 a	 sample	 of	 COE	 assets	 and	 tested	 route	 distances	 of	 CWF	 for	

reasonableness.

Revenue	 Requirement – We	 recalculated	 the	 Beneficiary’s	 revenue	 requirement	 using	 our	 cost	

allocation	 software	 program	 and	 reviewed	 the	 calculation	 of	 revenue	 requirement	 including	 the	

applications	of	Part	64,	36,	and	69	for	reasonableness.		In	addition,	we	traced	cost	study adjustments	

that	were	not	recorded	in	the	general	ledger	to	supporting	documentation	and	reviewed	them	for	

reasonableness.
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Detailed	Audit	Findings

Our	performance	audit	resulted	in	the	following	detailed	audit	findings and recommendations with	

respect	to	the	Beneficiary’s	compliance	with	the	Rules.	We	also	included	an	estimate	of	the	monetary	

impact	of	the findings	relative	to	47	C.F.R.	Part	54,	Subparts	C,	D,	K, and	M,	Part	36,	Subpart	F; Part	

64,	 Subpart	 I;	 Part	 69,	 Subparts	 D,	 E,	 and	 F;	 and	 Part	 32,	 Subpart	 B,	 as	 well	 as	 the	 Federal	

Communications	Commission’s	(FCC)	Orders	governing	federal	Universal	Service	Support	applicable	

to	the	disbursements	made	from	the	HCP	during	the	year	ended	December	31,	2015.		

FINDING	No.: HC2016BE031-F01:	 47	 C.F.R.	 §	 36.2(c)(2) – INCORRECT	 TREATMENT	 OF	

SUBSTANTIAL	RENT	EXPENSE	PAID	TO	AN	AFFILIATE

Condition	–
The	Beneficiary	 incorrectly	 included	amounts	 in	 its	cost	studies	and	HCP	 filings	 for	 the	 following	

years	 (see	 table	below)	 in	 account	6230,	 circuit expense, for	 substantial	 rent	 expense	paid	 to	 an

affiliate	for	the	use	of	interexchange	plant	assets	owned	by	its	affiliate.	The	Beneficiary	should	have	

removed the	 circuit	 expense	 and	 needed	 to	 include	 the	 rented	 interexchange	 plant	 and	 related	

expenses in	its	HCP	filings in	accordance	with	FCC	rules.

Year Circuit	Expense
2010 $1,481,215
2011 $2,461,630
2012 $1,843,004
2013 $2,906,004
2014 $2,820,657

Cause	–
The	processes	to	prepare,	review,	and	approve	the	cost	studies and	HCP	filings did	not	identify	the	

affiliate	 transaction	 as	 substantial	 rent	 and	 the	 application	 of	 the	 requirements	 in 47	 C.F.R.	 §	

36.2(c)(2).

Effect	–
The	exception	identified	above,	for	the	years	2010 – 2014 resulted	in	a	net	reduction	of	plant	specific	

expenses	 of	 $7,895,619,	 an average	 annual	 increase	 in	 rate	 base	 of	 $1,639,885,	 an	 increase	 in	

depreciation	expense	of	$3,559,080,	and	an	increase	in	corporate	operations	expense	of	$1,482,591,

which	impacted	HCLS,	ICLS,	and	LSS disbursements. Specifically,	the	reduction	of	circuit expenses	

and	the	inclusion	of	non-loop (i.e.	interexchange) imputed	rate	base	in the	Beneficiary’s	HCP	filings	

decreased HCLS,	ICLS,	and	LSS support.	
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The	 monetary	 impact	 of	 this	 finding	 relative	 to	 disbursements	 for	 the	 12-month period	 ended	

December	31,	2015, and	 for	 the	additional	years for	 the	12-month	periods	ending	December	31,	

2012,	2013,	2014,	and	2016 is	estimated	to	be	an	overpayment	of	$8,251,829 and is	summarized	by	

support	mechanism	by	disbursement	period	as	follows:

Support	
Type

Monetary	
Effect	– 2012

Monetary	Effect	
- 2013

Monetary	
Effect	- 2014

Monetary	
Effect	– 2015

Monetary	
Effect	– 2016

Total	Monetary	
Effect

HCLS $715,531 $1,308,650 $1,145,785 $1,332,268 $1,675,095 $6,177,329
ICLS $171,768 $307,643 $332,772 $300,172 $482,755 $1,595,110
LSS $155,117 $324,273 $0 $0 $0 $479,390
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The	monetary	effect	on	LSS disbursements	exceeds	the	amount	of	disbursements	received	by	the	

Beneficiary	during	the	audit periods	due	to	the	 impacts of	Finding	#1	on	actual	support	true-ups

which are	received	in	different	periods. For	example,	the	final	2010	LSS	true-up	is	included	in	2012

disbursements.	We	assessed	what each	 true-up	should	have	been	 in	 the	respective	disbursement	

year,	based	on	the	application	of	Finding #1.	The	following	table shows the	timing	of	final true-ups	

for	each	LSS	filing	and	the	impacts on	each	support	year based	on	a	comparison	of	final	LSS	amounts	

reported	by	the	Beneficiary to	LSS	recomputed	for	the	effects	of	Finding	#1:

Payment Description 2010 2011 2012 2013

2010 LSS based on forecast 507,672      (1)

2011 LSS based on forecast 248,940      (2)

2012 LSS support (Based on 2011 forecast per 2011 Transformation order) - 

Amount received January through June 124,470      (3)

2010 LSS forecast true-up (70,536)       (1)

2011 LSS forecast true-up 224,172        (2)

2012 LSS forecast true-up 112,086        (3)

Total 507,672      248,940      53,934        336,258        

Impact from Finding HC2016BE031-F01:

Monetary effect on 2012 disbursements from 

   2010 LSS true-up revised for Part 36.2(c)2 application (155,117)     

Monetary effect on 2013 disbursements from 

   2011 LSS true-up revised for Part 36.2(c)2 application (216,182)      

Monetary effect on 2013 disbursements from 

   2012 LSS true-up revised for Part 36.2(c)2 application (108,091)      

    Monetary effect on LSS disbursements under audit scope -              -              (155,117)     (324,273)      

Final 2010 LSS as filed (1) 437,138      

Revised for Part 36.2(c)2 application 282,021      

Monetary effect on 2012 disbursement (155,117)     

Final 2011 LSS as filed (2) 473,112      

Revised for Part 36.2(c)2 application 256,930      

Monetary effect on 2013 disbursement (216,182)     

Final 2012 LSS (one-half of 2011 - automatically filed) (3) 236,556      

Revised for Part 36.2(c)2 application 128,465      

Monetary effect on 2013 disbursement (108,091)     

LSS Payment Year

Audit scope

Recommendation	–
The	Beneficiary	should	implement	policies	and	procedures	to	ensure	it	has	an	adequate	system	in	

place	for	preparing,	reviewing,	and	approving	data	reported	in	its	HCP	filings	to	ensure	compliance	

with	applicable	FCC	rules.
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Beneficiary	Response	–
We	disagree	with	this	finding.	The	auditor’s	premise	is	incorrect	with	respect	to	both	the	facts	and	

the	law	and	has	led	to	an	erroneous	finding.

The	 auditor’s	 finding	 is	 based	 on	 the	 premise	 that	 this	 transaction	 involves	 Cross’s	 “use	 of	

interexchange	plant	assets	owned	by	 its	affiliate”	and,	 therefore,	 the	“rented	interexchange	plant”	

should	have	been	included	in	its	HCP	filings.

This	is	incorrect.	The	transaction	does	not	involve	the	“use	of	interexchange	plant	assets”	owned	by	

an	affiliate	through	a	lease	arrangement.	Rather,	Cross	purchases	transport	services	provided	by	the	

DS1	 circuits	 owned	 and	 operated	 by	 its	 affiliate,	MBO	Video,	 and	 has	 no	 right	 to	 access,	 use,	 or	

integrate	MBO	Video’s	facilities	through	a	lease	arrangement.

A	review	of	 the	contracts	 that	govern	 the	 transaction	confirms	that	 this	 is	a	purchase	of	services	

rather	than	the	conveyance	of	a	right	to	use	MBO	Video’s	plant	assets	through	a	lease.	In	1998,	when	

Cross	first	began	ordering	DS1	services	from	MBO	Video,	the	parties	entered	into	a	“General	Contract	

for	Services,”	containing,	among	other	terms,	a	“description	of	services,”	a	right	for	Cross	to	increase	

or	decrease	the	amount	of	services	it	purchases,	and	MBO	Video’s	warranty	on	its	provision	of	these	

services.	See	Attachment	A.	These	terms	are	inconsistent	with	the	auditor’s	premise	that	Cross	uses	

the	plant	assets	of	MBO	Video	under	a	lease	arrangement.

Contrast	the	General	Contract	for	Services	with	the	“Equipment	Lease”	simultaneously	entered	into	

by	Cross	and	MBO	Video	to	govern	a	separate	transaction	that	does	involve	the	conveyance	of	a	right	

to	use	assets.	See	Attachment	B.	The	Equipment	Lease	establishes	the	conditions	under	which	the	

lessee	could	use	the	leased	facilities.	For	example,	the	“equipment	may	only	be	used	and	operated	in	

a	 careful	 and	 proper	 manner,”	 the	 lessee’s	 “use	 must	 comply	 with	 all	 laws,	 ordinances,	 and	

regulations	 relating	 to	 the	 possession,	 use,	 or	 maintenance	 of	 the	 equipment,”	 the	 lessee	 “shall	

maintain	the	equipment	in	good	repair	and	operating	condition,”	and	the	lessee	“shall	not	assign	or	

sublet	any	interest	in	this	Lease	or	the	equipment	or	permit	the	equipment	to	be	used	by	anyone”	

other	than	lessee	or	its	employees.	(Emphasis	added.)

Further,	 the	 lessor	 retains	 title	 to	 the	 equipment,	 and	 the	 lessee	must	 return	 possession	 of	 the	

equipment	to	the	lessor	at	the	end	of	the	lease	term.	These	are	terms	and	conditions	commonly	used	

in	the	industry	when	conveying	the	right	to	use	assets.	Further,	these	terms	and	conditions	are	not	

present	in	the	General	Contract	for	Services	that	governs	Cross’s	purchase	of	DS1	services	from	MBO	

Video.

In	2008,	 the	parties	updated	 the	 terms	governing	Cross’s	purchase	of	DS1	services,	entering	 into	

MBO’s	 then-current	 form	 “MBO	Master	 Service	Agreement”	 (“MSA”).	 See	Attachment	C.	The	MSA	

replaced	the	1998	General	Contract	for	Services.	(See	Section	8.28	of	the	MSA).	It	did	not	replace	the	

Equipment	 Lease	 which	 continues	 to	 govern	 the	 leased	 assets.	 The	 terms	 of	 the	 MSA	 further	

emphasize	that	the	transaction	involves	Cross’s	purchase	of	services,	and	not	a	conveyance	of	a	right	

to	use	MBO’s	assets	through	a	lease	arrangement.
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For	example,	Section	1.1,	Table	A	lists	the	services	available	to	Cross,	including	Private	Line	Service.	

As	understood	in	the	telecom	industry,	private	line	service	is	a	category	that	includes	DS1	services.	

(See,	for	example,	the	FCC’s	Business	Data	Services	Report	and	Order	released	April	28,	2017,	which	

refers	to	DS1s	as	services	throughout.)

As	another	example,	Section	8.8	provides	that	the	MSA	“shall	not,	and	shall	not	be	deemed	to,	convey	

to	 [Cross]	 title	 of	 any	 kind	 to	 any	 MBO	 owned	 or	 leased	 transmission	 facilities,	 digital	

encoders/decoders,	 telephone	 lines,	microwave	 facilities	 or	 other	 facilities	utilized	 in	 connection	

with	 the	Services.”	Thus,	MBO	Video	specifically	does	not	convey	 leasehold	 title	 in	 its	 facilities	 to	

Cross	in	this	transaction.

Further,	as	set	forth	in	the	attached	legal	memorandum	prepared	by	our	outside	communications	

counsel,	 the	 FCC’s	 Rules,	 GAAP,	 the	 Internal	 Revenue	 Code,	 and	 even	 international	 accounting	

standards,	all	lead	to	the	conclusion	that	Cross’s	arrangement	with	MBO	is	a	purchase	of	services	and	

not	a	lease.	See	Attachment	D.

In	summary,	a	review	of	the	appropriate	evidence	and	the	law	refutes	the	auditor’s	incorrect	premise.	

Cross	purchases	services	from	MBO	Video	and	does	not	rent	the	“use	of	interexchange	plant	assets.”	

Accordingly,	 Cross	 correctly	 accounted	 for	 this	 transaction,	 resulting	 in	 a	 $-0- effect	 on	

disbursements.

We	request	that	the	auditor	reassess	Finding	HC2016BE031-F01	in	light	of	both	the	facts	and	the	law	

and	find	that	there	is	a	$-0- effect	on	disbursements.

Beneficiary	Additional	Response	–
Cross	disagrees	with	the	auditor’s	response	in	Audit	Finding	No.	1.		As	Cross	had	explained,	and	as	

further	confirmed	in	the	supporting	memorandum	that	was	submitted	with	Cross’	response,	Cross	

purchased	DS1	transport	services,	not	DS1	facilities	from	its	affiliate	MBO	Video,	LLC	(“MBO”).		Cross’	

purchase	of	transport	services	from	MBO	is	not	the	same	as	the	sale	and	lease-back	arrangement	in	

the	Moultrie	case	and	reliance	on	that	decision	is	inappropriate.		Moreover	during	a	2009	High	Cost	

program	 (“HCP”)	 audit, the	Universal	 Service	Administrative	 Company	 (“USAC”)	 reviewed	Cross’	

reporting	of	DS1	transport	services	from	MBO,	identical	to	the	services	reviewed	in	this	audit,	and	

neither	 the	auditor	KPMG	nor	USAC	expressed	any	objection,	 either	explicit	or	 implicit,	 to	Cross’	

reporting	 methodology	 for	 purposes	 of	 receiving	 HCP	 support.	 	 Since	 2009,	 and	 in	 reasonable	

reliance	on	USAC’s	 silence,	 reasonably	 interpreted	as	a	 tacit	 approval,	 regarding	Cross’	 reporting	

method,	Cross	 continued	 to	use	 the	 same	methodology	when	 reporting	 expenses	 for	 subsequent	

identical	services,	including	those	during	the	2010-2014	time	period	covered	by	this	audit.		This	audit	

finding	effects	a	contrary	and	unanticipated	reversal	of	USAC’s	position	regarding	Cross’	expense	

reporting.		The audit	finding	should	be	rejected	and,	if	it	is	not,	this	new	affiliate	reporting	guidance	

should	apply	prospectively	only	as	any	retroactive	application	will	cause	manifest	injustice	to	Cross.		

Most	importantly,	 in	no	event	should	Cross	be	required	to	refund	any	HCP	support	distributed	to	

Cross	during	the	time	period	covered	by	the	audit.
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Cross’	DS1	 transport	 service	Master	 Service	Agreement	with	MBO	qualifies	as	a	 contract	 for	

service,	not	a	 lease,	under	 Internal	Revenue	Service	and	 International	Accounting	Standards	

Board	Criteria

The	 memorandum,	 prepared	 by	 the	 Law	 Office	 of	 Bennet	 &	 Bennet,	 PLLC	 (the	 “Bennet	

Memo”)	and	included	with	Cross’	October	20,	2017	response	to	Audit	Finding	No.	1,	analyzed	Cross’	

Master	 Service	 Agreement	 (“MSA”)1 with	MBO	 (the	 “Cross/MBO	MSA”)	 under	 the	 criteria	 of	 the	

Internal	Revenue	Code	(“IRC”)	and	International	Accounting	Standards	Board	(“IASB”)	criteria	for	

distinguishing	 a	 contract	 for	 services	 from	a	 contract	 for	 a	 lease.	 	 The	Bennet	Memo	provided	 a	

detailed	analysis	and	concluded	that	Cross/MBO	MSA	would	be	deemed	a	contract	for	services	under	

the	IRC	and	IASB	standards.					

The	Bennet	Memo	details	the	Section	7701	IRC	criteria	governing	when	a	service	contract	

must	 be	 treated	 as	 a	 lease	 and	 the	 Cross/MBO	 MSA	 does	 not	 meet	 any	 of	 the	 IRC	 criteria	 for	

classification	 as	 a	 lease	 agreement.2	 	 IRC	 Sec.	 7701	 considers,	 among	 other	 factors,	whether	 the	

service	recipient	“controls	the	property”	or	“has	a	significant	or	possessor	interest	in	the	property.”		

The	 IRC	 criteria	 also	 consider	 if	 the	 service	 provider	 “does	 not	 bear	 any	 risk	 of	 substantially	

diminished	receipts”3 or	“does	not	use	the	property	concurrently	to	provide	significant	services	to	

entities	unrelated	to	the	service	recipient.”4		The	Bennet	Memo	demonstrated	that	the	Cross/MBO	

MSA	neither	permitted	Cross	physical	or	other	control	of	MBO’s	DS1	circuits	nor	granted	Cross	a	

possessory	 interest	 in	 MBO’s	 DS1	 circuits.5	 	 Moreover,	 the	 Bennet	 Memo	 confirmed	 that	 MBO	

retained	both	the	risk	of	loss	and	damages	on	the	DS1	facilities	and	the	right	to	use	its	facilities	to	

provide	- and	actually	did	provide	- services	to	other	customers.6		Particularly	relevant	here	was	the	

Bennet	Memo’s	discussion	of	a	2011	Internal	Revenue	Service	(IRS)	revenue	ruling,	in	which	the	IRS	

considered	three	hypothetical	 telecommunications	service	scenarios	 involving	a	carrier	providing	

dedicated	circuits	to	a	customer	and	concluded	each	involved	a	sale	of	service,	not	a	lease.7		In	each	

hypothetical,	the	carrier	retained	control	and ownership	of	the	facilities	and	the	right	to	decide	how	

to	route	the	traffic.8		Notably,	the	IRS	classified	the	arrangements	as	sales	of	service	even	where	an	

arrangement	included	the	lease	of	equipment	to	the	customer.9	 	Cross’	purchase	of	DS1	transport	

services	 from	 MBO	 is	 not	 materially	 different	 from	 the	 scenarios	 considered	 by	 the	 IRS,	 and,	

consequently,	it	is	reasonable	to	conclude	that	the	IRS	would	deem	Cross’	service	transaction	with	

																																																																
1 MBO Master Service Agreement attached hereto Attachment 1.

2 Bennet Memo at 1-2, attached hereto as Attachment 2.  

3 Bennet Memo at 1-2.  

4 Bennet Memo at 2. 

5 Bennet Memo at 2.

6 Bennet Memo at 2.

7 Bennet Memo at 2-3.  

8 Bennet Memo at 2-3.

9 Bennet Memo at 2-3.



18 USAC	Audit	No.	HC2016BE031

MBO	to	involve	a	sale	of	a	service	and	not	a	lease	of	a	facility.		

There	is	little	reason	to	doubt	that	the	Cross/MBO	MSA	similarly	would	be	considered	to	be	

for	a	sale	of	services,	and	not	a	lease,	under	the	IASB’s	International	Financial	Reporting	Standard	16	

(“IFRS	16”).		As	explained	in	the	Bennet	Memo,	IFRS	16	classifies	a	contract	is	a	lease	if	it	“conveys	

the	right	to	control	the	use	of	an	identified	asset	for	a	period	of	time	in	exchange	for	consideration.”10		

Under	IFRS	16,	a	customer	is	granted	“control”	when	the	customer	has	the	right	to	direct	the	asset’s	

intended	use	and	obtains	substantially	all	of	the	economic	benefit	of	that	use.11	 	Moreover,	for	the	

capacity	of	an	asset	to	be	an	“identified	asset”,	the	capacity	portion	must	be	physically	distinct	and	

represent	 “substantially	all	 the	capacity	of	 the	asset.”12	 	The	Cross/MBO	MSA	 involves	neither	an	

identified	asset	nor	grants	Cross	control	of	MBO’s	DS1	circuits.		Moreover,	the	DS1	capacity	provided	

to	Cross	is	only	a	portion	of	a	larger	network	that	is	also	used	to	serve	other	customers	and	therefore	

is	not	an	identified	asset.		Consequently,	the	Cross/MBO	MSA	would	be	to	a	contract	for	services,	and	

not	a	lease	under	IASB	criteria.			

USAC	previously	reviewed	Cross’	purchase	of	MBO	DS1	transport	service	as	well	as	Cross’	HCP	

reporting	of	the	service	expenses	and	USAC	implicitly	approved	Cross’	reporting	methodology

In	 2009,	 KPMG,	 on	 behalf	 of	 USAC,	 conducted	 an	 Improper	 Payment	 Information	 Act	

performance	audit	of	Cross’	participation	in	the	High	Cost	Program	(the	“2009	Audit”).13		As	part	of	

that	 audit,	 KPMG reviewed	 the	 DS1	 transport	 services	 Cross	 purchased	 from	 MBO	 and	 related	

expense	reporting	to	assess	Cross’	compliance	with	the	HCP	support	rules.14		Prior	to	purchasing	DS1	

transport	 service	 from	MBO,	Cross	had	purchased	DS1	 transport	 service	 from	Southwestern	Bell	

Telephone	 (“SWBT”)	 pursuant	 to	 SWBT’s	 tariff.15	 	 Cross	 subsequently	 began	 purchasing	 DS1	

transport	service	from	MBO.16		The	DS1	transport	services	were	not	the	“use	of	interexchange	plant	

assets”	and,	accordingly,	Cross	reported	them	as	service	expenses.17		After	a	thorough	audit,	KPMG’s	

only	finding	referencing	the	affiliate	DS1	transport	service	purchase	did	not	identify	or	suggest	that	

Cross’	 expense	 reporting	methodology	was	 inappropriate.18	 	 Rather	 the	 finding	 identified	 only	 a	

minor	miscount	in the	volume	of	transport	services	Cross	purchased	and	noted	that,	absent	the	error,	

																																																																
10 Bennet Memo at 3.

11 Bennet Memo at 3.  

12 Bennet Memo at 3.  

13 See Declaration of V. David Miller II in Support of Cross Telephone Company L.L.C., ¶ 6, (“Miller Declaration”) 

attached hereto as Attachment 3.   

14 Miller Declaration, ¶ 6. 

15 Miller Declaration, ¶ 4.

16 Miller Declaration, ¶ 4.

17 Miller Declaration, ¶ 5.

18 Miller Declaration, ¶ 6.
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Cross	 actually	 would	 have	 been	 eligible	 for	 more	 HCP	 support	 than	 it	 had	 received.19	 	 USAC’s	

Management	Response	 to	KPMG’s	audit	report	similarly	did	not	object	 to	Cross’	methodology	 for	

reporting	its	DS1	transport	service	expenses.20

The	DS1	transport	services	reviewed	in	the	current	audit	are	identical	to	those	reviewed	in	

the	 2009	 Audit.21	 	 During	 the	 2010-2014	 time	 period	 covered	 by	 this	 audit,	 Cross	 continued	 to	

purchase	its	DS1	transport	service	from	MBO.22		The	DS1	transport	service	expense	for	2010-2014	

constitutes	 a	 similar	 percentage	 of	 Cross’	 total	 expenses	 as	 did	 the	 transport	 service	 expense	

reviewed	in	the	2009	Audit.23		Cross	reported	its	DS1	transport	service	expenses	in	2010-2014	using	

the	same	methodology	that	it	used	during	the	2009	Audit.24The	one	significant	change	from	the	2009	

Audit	is	that	the	DS1	transport	services	are	provided	pursuant	to	a	revised	MSA	that	establishes,	even	

more	 definitively,	 that	 Cross	 is	 purchasing	 a	 service	 and	 is	 not	 leasing	 MBO’s	 facilities.25		

Consequently,	the	current	audit’s	reversal	of	KPMG’s	and	USAC’s	tacit	approval	of	Cross’	reporting	

methodology	for	identical	service	arrangements	reviewed	during	the	2009	Audit	is	both	confusing

and	unexpected.

Moreover,	 the	 auditor’s	 reference	 on	 the	 Federal	 Communications	 Commission’s	

(“Commission”)	decision	in	the	case	of	Moultrie	Independent	Telephone	Company is	inapposite.26		The	

Moultrie case	is	distinguishable	on	its	face	as	it	involved	an	unambiguous	sale	and	lease-back	of	assets	

from	 Moultrie’s	 affiliate.27	 	 Moultrie	 transferred	 its	 assets,	 including	 “motor	 vehicles,	 land,	 and	

buildings,	 and	 equipment”	 to	 its	 affiliate	 and	 leased	 the	 assets	 back	 from	 its	 affiliate.28	 	 In	 fact,	

Moultrie	acknowledged	that	it	had	structured	the	arrangement	with	its	affiliate	in	this	manner	with	

the	express	goal	of	“optimiz[ing]	its	recovery	under	the	[universal	service	fund]	and	to	maximize	tax	

benefits.”29	 	 Consequently,	 it	 is	 not	 surprising	 that	 the	 Commission	 was	 able	 to	 find	 fault	 with	

Moultrie’s	transaction	and	reporting.		However,	Cross’	operations	are	clearly	different	from	those	at	

issue	in	Moultrie.		Most	importantly,	as	detailed	supra,	Cross	is	purchasing	DS1	transport	service	from	

MBO.		It	is	not	leasing	or	renting	“interexchange	plant	assets.”		Cross’	service	arrangement	with	MBO	

																																																																
19 Miller Declaration, ¶ 6.

20 Miller Declaration, ¶ 6.

21 Miller Declaration, ¶ 7.

22 Miller Declaration, ¶¶ 4, 7. 

23 Miller Declaration, ¶ 7.

24 Miller Declaration, ¶ 8.

25 Miller Declaration, ¶ 5.  See also Attachment 1. 

26 Moultrie Independent Telephone Company, 16 FCC Rcd 18242 (2001) (“Moultrie”). 

27 Moultrie, ¶ 4. 

28 Moultrie, ¶ 4.

29 Moultrie, ¶ 14.
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did	not	involve	the	sale	of	assets	to	an	affiliate	and	the	subsequent	lease-back	of	those	assets.30		In	

fact,	 as	 noted	 supra,	 before	 it	 began	 purchasing	 transport	 service	 from	 MBO,	 Cross	 previously	

purchased	 transport	service	 from	SWBT.31	 	Consequently,	Cross’	purchase	of	DS1	 transport	 from	

MBO	did	not	involve	any	manipulation	of	Cross’	costs	by	eliminating	its	assets	and	incurring	new	

expenses.		Moreover,	KPMG	and	USAC	reviewed	Cross’	services	and	reporting	and	have	not	expressed	

any	objection.32		For	these	reasons,	Cross’	service	scenario	is	distinguishable	from	Moultrie and	that	

decision	should	not	be	relied	upon	in	this	audit.	

Cross	 reasonably	 relied	 on	 USAC’s	 tacit	 approval,	 in	 the	 2009	 Audit,	 of	 Cross’	 reporting	

methodology	and	any	reversal	of	USAC’s	position	must	be	applied	prospectively	only	to	avoid	

manifest	injustice	to	Cross	

Cross	 reasonably	used	 the	 same	reporting	methodology,	 that	KPMG	and	USAC	had	 tacitly	

approved	in	the	2009	Audit,	to	report	Cross’	identical	service	expenses	during	2010-2014.		The	audit	

finding’s	unexpected	 reversal	of	USAC’s	position	on	Cross’	 reporting	 is	unfounded	and	should	be	

rejected.	 	 A	 reversal	 of	USAC’s	 prior	 tacit	 approval,	 on	which	 Cross	 had	 reasonably	 relied,	 to	 its	

detriment,	would	be	manifestly	unjust	and,	if	adopted,	such	change	must	not	be	applied	retroactively;	

rather	if	applied	at	all,	the	change	must	be	applied	on	a	prospective	basis only.		Regardless,	under	no	

circumstance	should	Cross	be	required	to	return	any	previously-disbursed	HCP	support.		

Among	other	responsibilities,	USAC	is	tasked	with	assessing	a	provider’s	compliance	with	the	

Commission’s	universal	service	fund	rules.33		Consequently,	it	is	reasonable,	and	not	unexpected,	that	

a	provider	would	rely	on	a	USAC	finding,	whether	explicit	or	tacit,	by	USAC’s	silence,	that	the	provider	

is	compliant	with	Commission	rules.		Such	reliance	is	no	less	reasonable	here	where,	after	reviewing	

the	Cross/MBO	DS1	transport	service	arrangements	and	Cross’	related	expense	reporting	in	the	2009	

Audit,	neither	KPMG	nor	USAC	identified	any	noncompliance	with	the	Commission’s	HCP	reporting	

rules	other	than	a	minor	capacity	miscount.34		The	finding, which	noted	that,	absent	that	miscount	

error,	Cross	would	have	been	eligible	for	more	HCP	support,	could	reasonably	be	interpreted	as	an	

approval	 of	 the	other	 aspects	 of	Cross’s	 reporting.	 	 Cross,	 therefore,	 had	no	 reason	 to	 doubt	 the	

validity	 of	 its	 affiliate	 expense	 reporting	 framework	 and	 reasonably	 continued	 to	 report	 its	 DS1	

transport	service	expenses	in	the	same	manner	as	it	had	done	during	the	2009	Audit.		

Pursuant	to	applicable	 judicial	and	Commission	precedent,	 this	audit	finding’s	unexpected	

reversal	of	USAC’s	position,	on	which	Cross	reasonably	relied	for	several	years,	can	be	applied	on	a	

prospective	basis	only.		The	Court	of	Appeals	for	the	District	of	Columbia	Circuit	(“D.C.	Circuit”)	has	

long-recognized	a	distinction	between	Commission	agency	actions	where	prospective	rather	 than	

retroactive	application	is	appropriate.		Where	the	agency’s	decision	substitutes	“new	law	for	old	law	

																																																																
30 Miller Declaration, ¶ 5.

31 See also, Miller Declaration, ¶ 4.

32 Miller Declaration, ¶ 6.

33 USAC is required to operate within the confines of the Commission’s rules and is prohibited from making policy 

or interpreting unclear statutes or rules.  See 47 C.F.R. §54.702. 

34 Miller Declaration, ¶ 6.
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that	was	reasonably	clear”,	prospective-only	application	is	appropriate.35		In	contrast,	a	presumption	

of	 retroactive	applicability	may	be	appropriate	where	 the	agency’s	decision	merely	 reflects	 “new	

applications	 of	 existing	 law,	 clarifications,	 and	 additions.”36	 	 The	 Commission	 similarly	 has	

consistently	 applied	 rule	 changes	 solely	 on	 a	 prospective	 basis	 where	 the	 changes	 reflected	 a	

“reconsideration	of	past	interpretations	and	applications	of	the	Act,”37 or	were	necessary	to	ensure	

providers	 had	 “certainty	 regarding	 their	 .	 .	 .	 obligations.”38	 	 Prospective	 application	 of	 this	 audit	

finding	is	similarly	warranted	here	where	the	finding	essentially	reflects	a	reconsideration	of	USAC’s	

prior	 application	 of	 the	 Commission’s	 rules	 and	 there	 is	 a	 need	 to	 provide	 Cross	with	 certainty	

regarding	its	reporting	of	affiliate	transaction	expenses.					

Moreover,	 applying	 the	 audit	 finding	 on	 a	 retroactive	 basis	 would	 result	 in	 a	 manifest	

injustice	 to	 Cross.	 	 The	 D.C.	 Circuit	 has	 explained	 that	 manifest	 injustice	 results	 when	 a	 party	

reasonably	relies	on	“reasonably	based	on	settled	law”	that	is	contrary	to	a	rule	established	in	a	later

adjudication.39		The	Commission	similarly	found	prospective	application	of	a	rule	change	appropriate	

where	an	interpretation	of	an	existing	rule	did	not	“rise	to	the	level	of	.	.	.	‘new	law	for	old	law	that	

was	reasonably	clear’”	but	retroactive	application	would	“result	in	manifest	injustice.”40		Here,	USAC’s	

tacit	approval,	in	the	2009	Audit,	of	Cross’	reporting	methodology	reasonably	would	be	considered	

“settled	law”	and	the	proposed	reversal	in	this	audit	Finding	No.	1	is	equivalent	to	a	contrary	decision	

in	a	later	adjudication.		Cross	reasonably	relied	on	USAC’s	review	of	Cross’	reporting	methodology	in	

the	 2009	Audit	 and	 retroactive	 application	 of	 the	 new	 audit	 change	would	 be	manifestly	 unjust.	

Specifically,	applying	the	audit’s	new	interpretation	retroactively	would	expose	Cross	to	having	to	

refund	in	excess	of	$8M	to	the	HCP.		HCP	support	enables	carriers	to	provide	much-needed	modern	

voice	and	broadband	communications	networks	in	rural	communities	where	such	buildouts	would	

otherwise	 be	 cost-prohibitive.41	 	 Requiring	 Cross	 to	 return	 its	HCP	 support	 – support	 that	Cross	

already	has	used	to	serve	rural	high-cost	communities	and	that	Cross	cannot	possibly	recover	from	

its	service	operations	– would	effect	a	manifest	injustice.	

For	the	reasons	discussed	in	this	response,	Cross	requests	that	Finding	No.	1	be	rejected	and,	

if	it	is	not,	that	any	application	of	the	Finding	be	on	a	prospective	basis	only.	

																																																																
35 Verizon Tel. Cos. v. FCC, 269 F.3d 1098, 1109 (D.C. Cir. 2001).

36 Id. 

37 See e.g., In re Restoring Internet Freedom, FCC 17-166, n.792 (2018) (classification change resulting from the 

Commission’s reconsideration of prior interpretations of the Act applied prospectively only.)  

38 See In re Restoring Internet Freedom, FCC 17-166, Id., ¶526. See also, e.g., In re: Request for Review by InterCall, 

Inc. of Decision of Universal Service Administrator, 23 FCC Rcd 10731, ¶23 (2008) (applying a compliance obligation 

prospectively only where there previously had been “a lack of clarity regarding the direct contribution obligations” 

applicable to class of service providers.)

39 See, e.g., Qwest Services Corp. v. FCC, 509 F.3d 531 (2007).  

40 In re: Lifeline and Link Up Reform and Modernization, 30 FCC Rcd 7818,267, n.536 (2015).  

41 See, e.g., Public Notice, All Universal Service High-Cost Support Recipients are Reminded that Support must be 

Used for its Intended Purpose, FCC 15-33 (Oct. 19, 2015). 
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Auditor’s	Comments	–
We	recognize	that	transactions	are	often	labeled	with	the	term	lease	or	rent	in	the	industry	when	the	

underlying	documents	supporting	a	transaction	lend	some	credence	to	a	service arrangement under	

legal	interpretation	or	Generally	Accepted	Accounting	Principles.	We	noted	the	Beneficiary	reported	

the	costs	of	the	facilities	purchased	in	its	2013	financial	statement	audit	report	(footnote 11) as	lease	

expense.	The	Beneficiary	also	categorized	these	expenses	as	rents	in	its	High	Cost	Loop	filings	under	

the	rents	portion	of	circuit	expense.	While	we	point	out	that	the	Beneficiary	reported	the	affiliate	

transport	transactions	 in	its	audit	report	and	its	High	Cost	Loop	filings	as	 lease	expense	and	rent	

expense,	respectively,	we	don’t	believe	that	is	the	fundamental	condition	for	the	required	application	

of	Part	36.2(c)(2).		The	application	of	this	Rule	is	required	in	this	instance	because	of	the	mechanics	

of	the	Part	36	jurisdictional	cost	allocation	process	and	the	resulting	impacts	to	the	Part	36	cost	study	

and	 HCP	 support	 results	 when	 large	 interexchange	 expenses	 are	 included	 in	 lieu	 of	 the	 related	

interexchange	plant	facilities.

We	 reference the	 FCC’s	 explanation	 for	why	 this	 treatment	was	 enacted	 for sale	 and	 lease-back	

arrangements	with	an	affiliate:

11.	The	reason	for	this	specific	Part	36	treatment	is	that,	when	a	substantial	amount	of	

investment	 is	 involved,	 the	 jurisdictional	 allocation	 of	 the	 lease	 payment	 and	 the	

combined	separations	results	would	be	skewed	(i.e.,	 the	overall	 interstate	allocations	

may	be	artificially	higher	or	lower),	if	the	assets	were	not	included	in	the	appropriate	

separations	 categories	 and	 jurisdictionally	 allocated	 based	 on	 the	 rules	 for	 the	

investment-type	 involved.	 This	 occurs	 because	 the	 Part	 36	 system	 is	 premised	 upon	

incumbent	local	exchange	carriers	owning	the	majority	of	their	operational	assets.	Like	

other	utilities,	the	local	exchange	telephone	industry	is,	for	the	most	part,	characterized	

as	an	industry	with	large,	fixed,	capital	investments	that	represent	a	high	percentage	of	

total	costs.	As	such,	the	Part	36	process	of	jurisdictional	cost	allocation	is	predicated	on	

the	recognition	that	incumbent	telephone	companies	will	experience	large	amounts	of	

capital	investment	cost.

12.	Under	the	Commission’s	Part	36	rules,	each	of	a	carrier’s	basic	components	of	plant,	

such	 as	 Central	 Office	 Equipment	 (COE)	 or	 Cable	 and	 Wire	 Facilities	 (C&WF),	 is	

allocated	 (i.e.,	 separated)	 between	 the	 intrastate	 and	 interstate	 jurisdictions	 based	

either	on	a	fixed	allocation	or	results	of	studies	made	on	the	usage	of	the	plant.	Once	

separated,	these	basic	plant	costs	provide	a	foundation	upon	which	most	other	plant,	

reserve,	 and	 expense	accounts	 are	allocated	between	 the	 jurisdictions.	 If	 a	 company	

were	to	sell	and	lease	back	one	of	these	"foundation	blocks"	of	plant,	and	were	allowed	

to	exclude	the	sold	investment	from	its	cost	study,	but	include	the	lease	payments	as	an	

expense,	distortions	to	the	separations	results	would	occur.	This	is	because	the annual	

lease	 payment	 (which	 acts	 as	 a	 substitute	 for	 the	 “sold”	 investment)	 would	 be	

jurisdictionally	allocated	based	on	some	or	all	of	 the	remaining	basic	components	of	

plant,	whose	usage	would	not	be	representative	of	the	plant	leased.	This	would,	in	turn,	

alter	the	separations	results	between	jurisdictions	in	a	manner	not	anticipated	by	the	

Part	36	rules.	As	an	example	of	 this	distortion,	a	carrier	might	sell	 large	amounts	of	
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plant	with	a	low	interstate	allocation	(e.g.,	25%)	and	lease	it	back.	

The	 lease	 payments	 and	 other	 costs	 that	 are	 allocated	 based	 on	 the	 Total	 Plant	 in	

Service,	 total	COE,	or	 total	C&WF	will	 receive	an	artificially	higher	allocation	 to	 the	

interstate	jurisdiction,	due	to	the	higher	interstate	allocation	of	the	remaining	COE	and	

C&WF	interexchange	plant	costs.

13.	The	distortions	caused	to	the	company’s	separations	results	by	excluding	non-loop	

related	investment	from	its	cost	study	would,	as	a	consequence,	also	extend	to	its	high-

cost	loop	support.	The	Subpart	F	high-cost	loop	support	algorithm	uses	factors	derived	

from	the	ratio	of	loop-related	investment	to	total	investment.	If	an	incumbent	carrier	

were	to	sell	large	portions	of	its	non-loop	related	plant	to	an	affiliate,	and	then	lease	

back	those	assets	and	include	the	lease	payment	as	an	expense,	the	carrier’s	cost	study	

would	 be	 skewed	 to	 decrease	 its	 assets,	 and	 increase	 its	 operational	 expenses,	 thus	

resulting	 in	 a	 higher	 per-loop	 cost.	 The	 higher	 per	 loop	 costs	 result	 because	 of	 the	

relationship	between	loop-related	investment	and	total	investment.	When	virtually	all	

of	the	non-loop	related	investment	is	removed	from	the	calculation,	the	cost	allocation	

factors	 are	 significantly	 altered.	Because	 the	 categories	 used	 to	 determine	high-cost	

loop	support	pursuant	to	Subpart	F	of	part	36	are	based	upon	the	categorization	rules	

set	forth	in	other	sections	of	Part	36,	it	is	important	for	incumbent	LECs	to	ensure	that	

their	high-cost	loop	support	submissions	to	NECA	conform	with	all	other	sections	of	Part	

36,	including	section	36.2(c)(2).42

We	recognize	the	transaction	in	Finding	#1	is	not	necessarily	a	sale	and	lease-back	of	interexchange	

plant.	 However,	 we	 believe	 the	 same	 principles	 discussed	 in	 the	 Moultrie	 Order apply	 to	 the	

Beneficiary.	The	Beneficiary	incurred	substantial	interexchange	expenses,	and	without	associated	or	

representative	 interexchange	plant	 included	 in	 its	 cost	 studies,	 the	 interexchange	expenses	were	

improperly	assigned	to	jurisdictions	and	Part	69	access	elements	based	on	the	Beneficiary’s	existing	

plant	categories,	which	is	largely	loop	or	subscriber	plant	in	nature.		We	believe	this	results	in	grossly	

overstated	loop	costs	recovered	from	HCLS	and	ICLS	and	grossly	understates	interexchange	costs	

recovered	from	LSS	and	CAF.

Further,	Part	36.2(c)	sets	two	conditional	requirements	for	its	application	by	referencing	1)	affiliate	

related	and	2)	 substantial	 [in	nature].	 In	 the	case	of	 the	 transaction	 identified	 in	Finding	#1,	 the	

interexchange	transport	expenses	are	the	result	of	the	Beneficiary’s	affiliate	charges.	Therefore,	the	

first	 condition	 is	met.	 For	 the	 second	 condition,	NECA	 Cost	 issue	 2.19	 Separations	 Treatment	 of	

Operating	Lease	Expenses	and	Capital	Leases	provides	clarification	on	the	term	substantial.	The	Cost	

Issue	states:

The	term	“substantial”	cannot	be	simply	defined	and	quantified.	Rather,	“substantial”	

is	dependent	on	the	size	and	nature	of	the	item	and	the	particular	circumstances	in	

which	it	arises.	When	a	lease	of	property	is	substantial	in	nature,	the	corresponding	

																																																																
42 Moultrie Independent Telephone Company et al., CC Docket No. 96-45, Order, 16 FCC Rcd 18242, 18247-48, 

paras. 11-14 (2001) (“Moultrie Order”).
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jurisdictional	allocation	of	the	 lease	payment	and	associated	separations	results	of	

the	study	area	would	tend	to	be	skewed	or	distorted	if	assets	were	not	included	in	the	

appropriate	 separations	 category	 and	 apportioned	 based	 on	 the	 prescribed	

investment	allocation	methodologies.43

The	affiliate	transport	expense	incurred	by	the	Beneficiary	is	large	in	relation	to	its	other	operating	

expenses.	Specifically,	the	expense	ranged	from	$1,481,215	to	$2,906,004,	which	was	approximately	

13%-23%	of	operating	expenses	included	in	its	cost	study	filings	during	the	periods	under	audit.	In	

addition,	we	assessed	the	impact	on	the	Beneficiary’s	Part	36	cost	studies	and	HCP	filings	and	found	

the	results	were	significantly	skewed	as	a	result	of	including	the	interexchange	expenses	in	its	cost	

studies in	 lieu	 of	 the	 associated	 interexchange	 plant	 in	 its	 categorization	 (see	 monetary	 effects	

above).	Therefore,	we	believe	the	second	condition	is	also	met.	

Part	36.2(c)(2),	as	discussed	in	the	Moultrie	Order, was	designed	to	ensure	that	costs	that	could be	

affected	 by	 an	 affiliate	 arrangement	 are	 evaluated,	 and	 if	 substantial	 in	 amount,	 are	 subject	 to	

restrictions	 to	 avoid	 improper	 allocation	 of	 expenses	 to	 separations	 categories.	 In	 the	 case	 of	

expenses	associated	with	property,	the	expenses	should	be	removed	and	the	related	plant	should	be	

included	in	the	separations	study	for	category	assignment	based	on	separations	factors.	In	the	case	

of	Finding	#1,	the	expenses	are	the	DS1	circuit	charges	and	the	plant	is	the	interexchange	fiber	owned	

by	 the	 Beneficiary’s	 affiliate.	 Considering	 the	 substantial	 nature	 of	 the	 affiliate	 transaction	 and	

resulting	improper	category	assignment	of	the	expenses,	our	position	is	unchanged	with	respect	to	

our	finding.

Auditor’s	Additional	Comments	–
We	have	considered	the	Beneficiary’s	additional	responses and	do	not	believe	they	provide	any	new	

basis	to	conclude	the	Beneficiary	complied	with	Part	36.2(c)(2)	as	prescribed	by	the	FCC,	therefore	

our	position	is	unchanged	with	respect	to	this	finding.

FINDING	No.: HC2016BE031-F02:	 	 47	 C.F.R.	 §	 64.901 – LACK	 OF	 NONREGULATED	

ADJUSTMENTS FOR	COMMON	COSTS

Condition	–
The	Beneficiary	has common	costs	attributable	to	both	regulated	and	nonregulated	activities	and	

failed	to	remove	the	nonregulated	portion	of	the	expenses	from	its	HCP	filings.	Specifically,	expenses	

related	 to	 software	 maintenance,	 printing,	 customer	 billing	 supplies,	 advertising,	 professional	

services,	 and	 health	 and	 dental	 insurance	 were	 incurred	 for	 both	 regulated and	 nonregulated	

operations. The	 application	 of	 various	 indirect	 cost	 attribution	 factors	 resulted	 in	 $91,901	 of	

expenses	that	should	have	been	excluded	from	the	Beneficiary’s	HCP	filings.	

Cause	–

																																																																
43 2.19 Separations Treatment of Operating Lease Expenses and Capital Leases, NECA Cost Issue at Section 2: 

Expenses, Issue number 2.19, page 6 of 9 (2007). 



USAC	Audit	No.	HC2016BE031 25

The	 processes	 to	 prepare,	 review,	 and	 approve	 the	 2013	 cost	 study	 did	 not	 identify	 the	 proper	

allocation	of	expenses	to	nonregulated	accounts.

Effect	–
The	exception	identified	above	resulted	in	a	reduction	of	regulated	operating	expenses	of	$91,901,

which	 impacted	 HCLS	 and	 ICLS	 disbursements. The	monetary	 impact	 of	 this	 finding	 relative	 to	

disbursements	for	the	12-month	period	ended	December	31,	2015,	is	estimated	to	be	overpayment	

of	$8,587	and	is	summarized	by	support	mechanism	as	follows:

Support	Type Monetary	Effect
HCLS $5,951
ICLS $2,636

Recommendation	–
The	Beneficiary	should	implement	policies	and	procedures	to	ensure	it	has	an	adequate	system	in	

place	for	preparing,	reviewing,	and	approving	data	reported	in	its	HCP	filings	to	ensure	compliance	

with	applicable	FCC	rules.

Beneficiary	Response	–
We	 concur	 with	 this	 finding.	 The	 total	 operating	 expense	 is	 the	 sum	 of	 six	 different	 expense	

allocations,	each	of	which	was	either	deemed	immaterial	or	overlooked.	We	will	update	our	policies	

and	 procedures	 for	 preparing,	 reviewing,	 and	 approving	 data	 reported	 in	 Cross’s	 HCP	 filings	 to	

ensure	compliance	with	applicable	FCC	rules.

FINDING	No.: HC2016BE031-F03:	 	 47	 C.F.R.	 §	 64.901– INCORRECT	 NONREGULATED	

ADJUSTMENTS	FOR	RATE	BASE	AND	EXPENSES

Condition	–
The	 Beneficiary	 properly	 included	 nonregulated	 adjustments	 for	 general	 support	 expenses	 and	

general	support	depreciation	expense,	but	failed	to	remove	the	assets	and	accumulated	depreciation.	

In	addition,	the	Beneficiary’s	basis	for	its	nonregulated	adjustments	were	based	on	book	balances	

from	2012	and	should	have	been	based	on	2013	balances.

Cause	–
The	processes	to	prepare,	review,	and	approve	the	2013	cost	study	did	not	identify	and	remove	the	

correct balances.
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Effect	–
The	 exception	 identified	 above	 resulted	 in	 a	 decrease	 in	 net	 rate	 base	 of	 $17,784,	 a	 decrease	 in	

depreciation	expense	of	$5,310,	and	a	decrease	in	plant	specific	expenses	of	$45,551,	which	impacted	

HCLS	and	ICLS	disbursements. The	monetary	impact	of	this	finding	relative	to	disbursements	for	the	

12-month	period	ended	December	31,	2015,	is	estimated	to	be	an	overpayment	of	$15,780	and	is	

summarized	by	support	mechanism	as	follows:

Support	Type Monetary	Effect
HCLS $5,242
ICLS $10,538

Recommendation	–
The	Beneficiary	should	implement	policies	and	procedures	to	ensure	it	has	an	adequate	system	in	

place	for	preparing,	reviewing,	and	approving	data	reported	in	its	HCP	filings	to	ensure	compliance	

with	applicable	FCC	rules.

Beneficiary	Response	–
We	 concur	 with	 this	 finding.	 This	 was	 an	 apparent	 oversight.	 We	 will update	 our	 policies	 and	

procedures	for	preparing,	reviewing,	and	approving	data	reported	in	Cross’s	HCP	filings	to	ensure	

compliance	with	applicable	FCC	rules.

FINDING	No.: HC2016BE031-F04:		47	C.F.R.	§	36.611(h) – UNDERREPORTED	LOOPS

Condition	–

The number	of	total	loops	reported	on	the	Beneficiary’s	2014-1	HCLS filing	did	not	reconcile	to	the	

source	documentation	and	were	underreported	by	3	loops.			

Cause	–
The	process	to	collect,	report,	and	monitor	working	loops	reported	in	the	2014-1	HCLS filing	did	not	

detect	a	loop	reporting	error.

Effect	–
The	exception	identified	above	resulted	in	an	understatement	of	total	loops,	which	impacted	HCLS	

disbursements. The	monetary	 impact	 of	 this	 finding	 relative	 to	disbursements	 for	 the	12-month	

period	ended	December	31,	2015,	is	estimated	to	be	overpayment	of	$2,882	and	is	summarized	by	

support	mechanism	as	follows:

Support	Type Monetary	Effect
HCLS $2,882

Recommendation	–
The	Beneficiary	should	implement	policies	and	procedures	to	ensure	it	has	an	adequate	system	in	

place	for	collecting,	reporting,	and	monitoring	data	reported	in	its	HCLS	filings.
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Beneficiary	Response	–
We	 concur	 with	 this	 finding.	 This	 was	 an	 apparent	 oversight.	 We	 will	 update	 our	 policies	 and	

procedures	for	collecting,	reporting,	and	monitoring	data	reported	in	Cross’s	HCLS	filings.

FINDING	No.: HC2016BE031-F05:	 	 47	 C.F.R.	 § 54.320(b) – LACK	 OF	 SUPPORTING	 INVOICE	

DOCUMENTATION

Condition	–

The	Beneficiary	was	unable	to	provide	supporting	invoice	documentation	for	two	of	the	65	individual	

transactions	selected	from	expense	accounts.

Cause	–
The	Beneficiary	has	a	policy	of	maintaining	original	source	documents	but	in	these	two	instances	was	

unable	to	locate	the	invoices	and	also	not	able	to	subsequently	obtain	them	from	the	vendor.

Effect	–
The	exception	identified	above	resulted	in	a	decrease	in	corporate	operations	expense	of	$7,696	and	

a	decrease	in	plant	specific	expense	of	$1,829, which	impacted	HCLS	and	ICLS	disbursements. The	

monetary	 impact	 of	 this	 finding	 relative	 to	 disbursements	 for	 the	 12-month	 period	 ended	

December 31,	 2015,	 is	 estimated	 to	 be	 overpayment	 of	 $1,680	 and	 is	 summarized	 by	 support	

mechanism	as	follows:

Support	Type Monetary	Effect
HCLS $1,235
ICLS $445

Recommendation	–
The	Beneficiary	should	implement	policies	and	procedures	to	ensure	it	has	an	adequate	system	in	

place	for	collecting and	retaining	supporting documentation for	expenses	reported	in	its	HCP	filings.

Beneficiary	Response	–
We	concur	with	 this	 finding.	We	were	unable	 to	 locate	 the	original	documentation	 for	 these	 two	

transactions.	We	will	 update	our	policies	 and	procedures	 for	 collecting	 and	 retaining	 supporting	

documentation	reported	in	Cross’s	HCP	filings.

FINDING	No.: HC2016BE031-F06:		47	C.F.R.	§ 54.7(a)	and	47	C.F.R.	§ 65.450(a)	–

DISALLOWED	EXPENSES

Condition	–

The	Beneficiary	 included	$18,798	of	expenses	of	related	 to	charitable	contributions,	membership	

dues,	and	community	event	sponsorships	in	its	HCP	fillings	that	are	not	considered	necessary	for	the	

provision,	maintenance	or	upgrade	of	facilities	for	which	supported	is	intended.
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Cause	–
The	processes	to	prepare,	review,	and	approve	the	2013	cost	study	did	not	identify	and	adjust	for	the	

disallowed	expenses.

Effect	–
The	 exception	 identified	 above	 resulted	 in	 a	 decrease	 in	 corporate	 operations	 and	 charitable	

contribution	expenses	of	$18,798,	which	impacted	ICLS	disbursements. The	monetary	impact	of	this	

finding	relative	to	disbursements	for	the	12-month	period	ended	December	31,	2015,	is	estimated	to	

be	overpayment	of	$3,646	and	is	summarized	by	support	mechanism	as	follows:

Support	Type Monetary	Effect
ICLS $3,646

Recommendation	–
The	Beneficiary	should	implement	policies	and	procedures	to	ensure	it	has	an	adequate	system	in	

place	for	preparing,	reviewing,	and	approving	data	reported	in	its	HCP	filings	to	ensure	compliance	

with	applicable	FCC	rules.

Beneficiary	Response	–
We	 concur	 with	 this	 finding.	 This	 was	 an	 apparent	 oversight.	 We	 will	 update	 our	 policies	 and	

procedures	for	preparing,	reviewing,	and	approving	data	reported	in	Cross’s	HCP	filings	to	ensure	

compliance	with	applicable	FCC	rules.

FINDING	No.: HC2016BE031-F07:		47	C.F.R.	§ 32.6512(b)	– CLEARING	OF	PROVISIONING	

EXPENSE

Condition	–

The	 Beneficiary	 did	 not	 clear	 $59,644	 from	 provisioning	 expense	 account	 6512	 to	 plant	 under	

construction	or	plant	specific	expense.

Cause	–
The	Beneficiary	was	unaware of	the	FCC	rules	governing	the	clearing	of	provisioning expense.

Effect	–
The	exception	identified	above	resulted	in	a	decrease	of	plant	nonspecific	expenses	of	$59,644	an	

increase	 in	 plant	 specific	 expenses	 of	 $18,234,	 and	 an	 increase	 in	 rate	 base	 of	 $39,305,	 which	

impacted	 HCLS	 and	 ICLS	 disbursements. The	 monetary	 impact	 of	 this	 finding	 relative	 to	

disbursements	for	the	12-month	period	ended	December	31,	2015,	is	estimated	to	be	overpayment	

of	$2,390 and	is	summarized	by	support	mechanism	as	follows:

Support	Type Monetary	Effect
HCLS ($7,859)
ICLS $10,249
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Recommendation	–
The	Beneficiary	should	implement	policies	and	procedures	to	review	its	process	for	clearing	plant	

nonspecific	expense	accounts	periodically	to	ensure	they	comply	with	Part	32	regulations.

Beneficiary	Response	–
We	 concur	 with	 this	 finding.	 This	 was	 an	 apparent	 oversight.	 We	 will	 update	 our	 policies	 and	

procedures	for	clearing	plant	nonspecific	expense	accounts	periodically	to	ensure	they	comply	with	

Part	32	regulations.

FINDING	No.: HC2016BE031-F08:		47	C.F.R.	§ 32.12(b) and	47	C.F.R.	§	54.320(b) –

PAYROLL	ALLOCATIONS

Condition	–

The	Beneficiary	allocated	its	2013	payroll	and	related	benefits	based	on	a	2008	time	study	and	were

unable	to	provide	documentation	to	support	the	time	study	was	still	appropriate	for	2013	payroll	

allocations.	

Cause	–

The	preparation,	 review,	and	approval	processes	governing	 the	allocation	of	payroll	data	did	not	

include	procedures	to	formally	document	the	Beneficiary’s	evaluation	of	the	relevance	of	a	2008	time	

study	for	its	allocations	of 2013	labor	and	benefits.

Effect	–
There	is	no	monetary	impact	of	this	finding	based	on	our	audit	procedures.	The	use	of	a	time	study	

is	 an	 acceptable	 method	 for	 allocating	 labor	 and	 benefits.	 Although	 the	 Beneficiary	 maintained	

support	for	the	2008	time	study,	there	has	not	been	a	subsequent	time	study	or	documentation	the	

time	study	used	was	still	valid	to	support	the	majority	of	the	2013	payroll	allocations.	While	there	is	

no	 monetary	 impact	 of	 this	 finding,	 the	 failure	 to	 maintain	 supporting	 documentation	 for	 the	

allocation	 to	 the	 Beneficiary’s	 accounts	 increases	 the	 probability	 for	 errors	 and/or	 omissions	 in	

future	high	cost	support	filings.

Recommendation –
The	Beneficiary	should	implement	policies	and	procedures	to	formally	document	its	evaluation	of	

historical	time	studies	used	for	current	period	labor	and	benefit	allocations	and	make	updates	when	

duties	or	activities	of	employees	change.

Beneficiary	Response	–
We	concur	with	this	finding.	We	reviewed	the	time	study	and	determined	that	the	percentages	were	

still	 accurate,	 but	 we	 did	 not	 properly	 document	 this	 review.	 We	 will	 update	 our	 policies	 and	

procedures	to	ensure	proper	documentation	of	our	review	of	and	updates	to	historical	time	studies.
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Criteria

Finding Criteria Description
#1 47	 C.F.R.	 §	

36.2(c)(2)
(2006)

Property	 rented	 to	 affiliates,	 if	 not	 substantial	 in	 amount,	 is	
included	 as	 used	 property	 of	 the	 owning	 company	with	 the	
associated	 revenues	 and	 expenses	 treated	 consistently:	 Also	
such	property	 rented	 from	affiliates	 is	not	 included	with	 the	
used	property	of	the	company	making	the	separations;	the	rent	
paid	 is	 included	 in	 its	expenses.	 If	 substantial	 in	amount,	 the	
following	treatment	is	applied:
(1)	In	the	case	of	property	rented	to	affiliates,	the	property	and	
related	 expenses	 and	 rent	 revenues	 are	 excluded	 from	 the	
telephone	operations	of	the	owning	company,	and	
(2)	In	the	case	of	property	rented	from	affiliates,	the	property	
and	related	expenses	are	included	with,	and	the	rent	expenses	
are	 excluded	 from,	 the	 telephone	operations	of	 the	 company	
making	the	separation.

#2 &	#3 47	C.F.R. §	64.901	
(a)	 and	 (b),	
(2001)

Carriers	 required	 to	 separate	 their	 regulated	 costs	 from	
nonregulated	 costs	 shall	 use	 the	 attributable	 cost	method	 of	
cost	allocation	for	such	purpose.	In	assigning	or	allocating	costs	
to	regulated	and	nonregulated	activities,	carriers	shall	 follow	
the	principles	described	herein.

(2)	 Costs	 shall	 be	 directly	 assigned	 to	 either	 regulated	 or	
nonregulated	activities	whenever	possible.

(3)	Costs	which cannot	be	directly	assigned	to	either	regulated	
or	nonregulated	activities	will	be	described	as	common	costs.		
Common	 costs	 shall	 be	 grouped	 into	 homogeneous	 cost	
categories	designed	to	facilitate	the	proper	allocation	of	costs	
between	a	carrier’s	regulated	and	nonregulated	activities.		Each	
cost	 category	 shall	 be	 allocated	 between	 regulated	 and	
nonregulated	 activities	 in	 accordance	 with	 the	 following	
hierarchy:

(i) Whenever	 possible,	 common	 cost	 categories	 are	 to	 be	
allocated	based	upon	direct	analysis	of	the	origin	of	the	cost	
themselves.

(ii)	 When	 direct	 analysis	 is	 not	 possible,	 common	 cost	
categories	 shall	 be	 allocated	 based	 upon	 an	 indirect,	 cost-
causative	linkage	to	another	cost	category	(or	group	of	cost	
categories)	 for	 which	 a	 direct	 assignment	 or	 allocation	 is	
available.

(iii)	 When	 neither	 direct	 nor	 indirect	 measures	 of	 cost	
allocation	can	be	found,	the	cost	category	shall	be	allocated	
based	upon	a	general	allocator	computed	by	using	the	ratio	
of	all	expenses	directly	assigned	or	attributed	 to	regulated	
and	nonregulated	activities.
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Finding Criteria Description
#4 47	 C.F.R. §	

36.611(h),	
(2011)

For	universal	support	purposes,	working	loops	are	defined	as	
the	number	of	working	Exchange Line	C&WF	loops	used	jointly	
for	 exchange	 and	 message	 telecommunications	 service,	
including	 C&WF	 subscriber	 lines	 associated	 with	 pay	
telephones	 in	 C&WF	Category	 1,	 but	 excluding	WATS	 closed	
end	access	and	TWX	service.

#5 47	 C.F.R. §	 54.
320(b) (2012)

All	eligible	telecommunications	carriers	shall	retain	all	records	
required	to	demonstrate	to	auditors	that	the	support	received	
was	 consistent	with	 the	 universal	 service	 high-cost	 program	
rules.	This	documentation	must	be	maintained	for	at	least	ten	
years	from	the	receipt	of	funding.	All	such	documents	shall	be	
made	available	upon	request	to	the	Commission	and	any	of	its	
Bureaus	 or	 Offices,	 the	 Administrator,	 and	 their	 respective	
auditors.

#6 47	 C.F.R. §	
54.7(a)	(2010)

47	 C.F.R	 §	
65.450(a)	
(2011)44

A	carrier	that	receives	federal	universal	service	support	shall	
use	 that	 support	 only	 for	 the	 provision,	 maintenance,	 and	
upgrading	 of	 facilities	 and	 services	 for	which	 the	 support	 is	
intended.

Net	 income	 shall	 consist	 of	 all	 revenues	 derived	 from	 the	
provision	of	interstate	telecommunications	services	regulated	
by	 this	 Commission	 less	 expenses	 recognized	 by	 the	
Commission	 as	 necessary	 to	 the	 provision	 of	 these	 services.	
The	calculation	of	expenses	entering	into	the	determination	of	
net	income	shall	include	the	interstate	portion	of	plant	specific	
operations	 (Accounts	 6110-6441),	 plant	 nonspecific	
operations	 (Accounts	 6510-6565),	 customer	 operations	
(Accounts	6610-6623),	corporate	operations	(Accounts	6720-
6790),	 other	 operating	 income	 and	 expense	 (Account	 7100),	
and	 operating	 taxes	 (Accounts	 7200-7250),	 except	 to	 the	
extent	this	Commission	specifically	provides	to	the	contrary.

#7 47	 C.F.R. §	
32.6512(b)	
(2011)

(b)	 Credits	 shall	 be	 made	 to	 this	 account	 for	 amounts	
transferred	 to	 construction	 and/or	 Plant	 Specific	Operations	
Expense.	These costs	are	to	be	cleared	by	adding	to	the	cost	of	
material	and	supplies	a	suitable	loading	charge.

																																																																
44 Public Notice FCC 15-133 reiterates the prohibition of rate of return carriers from including expenses that are 

not necessary for the provision, maintenance, or upgrading of facilities and services for which support is intended. 

See All Universal Service High-Cost Support Recipients are Reminded that Support Must be Used for its Intended 

Purpose, WC Docket No. 10-90 et al.,  Public Notice, 30 FCC Rcd 11821 (2015).
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Finding Criteria Description
#8 47	 C.F.R. §	

32.12(b)	(2010)

47	 C.F.R. §	 54.
320(b) (2012)

The	company’s	 financial	records	shall	be	kept	with	sufficient	
particularity	to	show	fully	the	facts	pertaining	to	all	entries	in	
these	accounts.	The	detail	records	shall	be	filed	in	such	manner	
as	to	be	readily	accessible	for	examination	by	representatives	
of	this	Commission.

All	eligible	telecommunications	carriers	shall	retain	all	records	
required	to	demonstrate	to	auditors	that	the	support	received	
was	 consistent	with	 the	 universal	 service	 high-cost	 program	
rules.	This	documentation	must	be	maintained	for	at	least	ten	
years	from	the	receipt	of	funding.	All	such	documents	shall	be	
made	available	upon	request	to	the	Commission	and	any	of	its	
Bureaus	 or	 Offices,	 the	 Administrator,	 and	 their	 respective	
auditors.
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The	following	are	the	Exhibits	referenced	in	the	Beneficiary’s	response	to	FINDING	No.:	HC2016BE031-

F01:
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